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FOREWORD 


Management of money should be an interesting subject to 
anybody having savings to invest, especially because of the 
common experience that an uncritical acceptance of even 
professional advice sometimes proves too costly. The 
author was provoked to write this book by his own ex- 
perience and by a desire to inspire other inquiring minds to 
think independently before making investment decisions. 


In The Wonderland of Investment contains wealth of infor- 
mation about various investment plans and the existing tax 
structure. Using these data the author has made a unique at- 
tempt to give the reader a capacity to make his own calcula- 
tions and form an independent judgement. Safety is of 
course the prime concern of all investors, but liquidity 
preferences vary, and investors generally try to get the max- 
imum return consistent with reasonable safety and their li- 
quidity preferences. This book will help investors to make 
an intelligent comparison of the yields expected from dif- 
ferent investment propositions and gives tables that com- 
pare the after-tax returns of various investment plans. A.N. 
Shanbhag’s method of presentation not only makes a dif- 
ficult subject interesting and easy to understand, but gives 
the reader an overall picture, in the Indian context, of the 
most profitable way in which to invest his money. 





In some parts of the book the author has criticised the finan- 
cial institutions. | do not endorse this criticism, but | respect 
Freedom of Thought and consider the rest of the book to be 
useful guide to investment. 


| congratulate the author on making a valuable contribution 
to the existing literature on this subject. 


Bombay, 
August 7, 1978 B.N. Adarkar 
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PREFACE TO THE FIRST EDITION 


This book is written with two basic purposes. 


The first is to fill an information gap by providing the reader 
with decision-oriented data on-most of the savings schemes 
currently available to an individual investor. The second is to 
impart to the reader an ability to evaluate financial schemes 
without requiring him to read any text-book either on finance 


or on mathematics. 


Eminent doctors, advocates, engineers, chemists and other 
professionals who are extremely proficient in their own 
areas of specialisation find it very difficult to make the right 
decisions on investment. Similarly, due to absence of un- 
biased, comparative information, sincere agents, brokers, 
representatives and consultants who are devoted to their 
profession find it difficult to give good advice on invest- 


ment. 
| hope this book will meet the readers’ requirements. They 
should, however, bear in mind the following limitations on 


its use. 

It is not intended here to give exhaustive information on all 
investment plans. | have presented only such information 
which, in my opinion, is necessary and sufficient to help the 
investor make his choice and | have covered only those 
aspects which are of common interest, neglecting in- 
dividual investors’ special requirements. Again, the data 
presented are very dynamic in nature. Tax laws keep on 
changing. The interest rates for most of the plans in this 
book may be changed through notification by Government 
from time to time. | have strived to present information as 
accurately as possible but | do not undertake any respon- 
sibility, legal or otherwise, for any inadvertent mistakes. 
Similarly, the tax laws and interest rates used are those 
prevalent at the time of writing this book. The reader is 
therefore advised to get complete and up-to-date details in- 
dependently and use his own judgement while making an in- 
vestment. 
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PREFACE TO THE FIRST EDITION ix 


As many as 15 excerpts from this book were published in 
The Indian Express between July and November 1978. 
Nothing gladdens a writer's heart more than the spon- 
taneous response shown by eager readers to his work. | 
realised that the least | could do was to thank the readers in- 
dividually but the number of such readers was so over- 
whelmingly large that | was forced to thank them collective- 
ly through the columns of the newspaper. | take this oppor- 
tunity to convey my gratitude to them once again. | am also 
grateful to Miss Vimal Tunkur and Mr. Vishnu Bhat from the 
editorial staff of The Indian Express who played a pivotal 
role in conveying my message to the readers more forcefully. 


Most of the information on various financial instruments 
has been picked up from various leaflets, brochures, pam- 
phlets, publicity material and annual reports of the respec- 
tive institutions. It is impossible to list all of them. | am 
thankful to the authors of the books listed in the 
Bibliography. 


Many of the suggestions, accruing from peculiar combina- 
tions in modus operandi of various financial institutions and 
tax laws could be presented to the readers only because of 
several informal discussions | had with Mr. J.M. Chagla, 
Deputy Managing Director, Hoechst Dyes and Chemicals 
Ltd. | thank him for his suggestions. | hope to be able to in- 
clude additional suggestions in the next edition of this 
book. This, of course, would depend upon the number of 
times | meet Mr. Chagla informally and the number of copies 
sold of the present edition. 


For the kind Foreword, my thanks are due to Mr. B.N. 
Adarkar, the former Governor of the Reserve Bank of India, 
former Chairman of the Central Bank of India and of 
Maharashtra State Road Transport and present Chairman of 
the Transport and Communications Board, Bombay 
Metropolitan Region Development Authority. 


| have some working knowledge of mathematics, finance 
and industrial management, but little of law. It was impossi- 
ble to bypass the important legal aspect whilst making an 
honest attempt to guide the investor. In dealing with it, | had 
to depend upon the advice of two eminent tax consultants 
— Mr. V.G. Mehta and Mr. C.D. Jnamb who magnanimously 
gave me the benefit of their professional excellence and 
valuable time through personal discussions and cor- 
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x WONDERLAND OF INVESTMENT 


respondence. | have depended very heavily upon the book 
“Income-Tax Ready Reckoner” by V.G. Mehta and N. V. 
Menta. In my opinion the title of this book is a misnomer, it 
is much more than a ready reckoner. It gives a lucid and ex- 
haustive coverage to all the laws with which an investor is 
concerned. 


| was extremely lucky to find in Mr. Jnamb a professional 
Chartered Accountant with a keen desire for perfection. He 
volunteered to examine my manuscript on taxation for im- 
proving the benefit to the readers. He has also contributed 
the entire discussion on the ‘Hindu Undivided Family.” | am 
thankful to Providence for bringing me in contact with such 
a good Samaritan. 


| have learnt principles of management — or, rather, prin- 
ciples of ‘how not to manage’ mainly by hearing and reading 
Mr. Sharu Rangnekar. | find that it is beyond my ability to 
_ adopt the humorous and satirical style of his presentation. | 
have, however, adopted the style of the title of his book. | 
thank him for allowing me to do so. 


My sincere thanks are also due to Mr. S.B. Gadre, Mr. R. 
Arondekar, as well as many of my colleagues and friends 
who made very useful suggestions to help me improve the 
quality of presentation. | am also grateful to Mr. M. Kumar of 
National Savings Organisation, Government of India and 
Messrs. Suresh Kumar, D.P. Kheshvala and S.S. Sapre of 
Directorate of Small Savings, Finance Department, Govern- 
ment of Maharashtra who provided answers to some of my 


queries. 

Last, but not the least, | am grateful to Mrs. Gool Master who 
took the trouble of typing and editing the manuscript. 
Without her assiduous effort, | would not have been able to 
present this book to the readers. 


Bombay, A.N. Shanbhag 


July 18, 1978 
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PREFACE TO THE SECOND EDITION 


| am tempted to call this second edition a brand new book, 
since it contains so many additions and revisions that it is 
difficult to identify the original text. This was made possible 
as in the case of the first edition, by the help and guidance 
given by Mr. C.D. Jnamb, who has been prompted solely by 
the desire to give the benefit of his in-depth knowledge of 
the subject to the readers. The chapter on ‘Policies under 
MWPA’ is entirely his work and even though the other three 
new chapters as well as the various changes necessitated 
by the last Union Budget were written by me, they have been 
closely scrutinized by him. | cannot find enough super- 
latives to express my gratitude to him. 


| must also reiterate my thanks to Mr. J.M. Chagla. As in the 
first edition, some of the case studies and examples includ- 
ed in the present edition are a direct outcome of his view on 
money management. | am sure my readers would benefit im- 
mensely from the message contained in these studies. | 
sincerely hope that Mr. Chagla will continue to discuss such 
new ideas with me. 


The experience of producing this edition has provided me 
with enough material for yet another book. If someone else 
had not preceded me, the proper title of this book would be 
‘Agonies and Ecstasies’! The agonies were provided by 
many arenas of the publishing business. This edition had 
been planned with the very good intention of publishing it 
soon after the Union Budget proposals though all copies 
were sold out much earlier. However, the hurdles which 
have characterised the publishing business of my pub- 
lishers were so numerous that the book has finally seen the 
light of day only after about five months. 


Last year witnessed a record number of beneficial changes 
in the investment scene. The returns on bank deposits, 
small savings schemes, Units and company deposits were 
satisfactorily stepped up. Even a corporation like LIC 
relented and reduced the premium, though not quite one's 
satisfaction. The Union Budget also played a major role by 
introducing many amendments. 
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xii PREFACE TO THE SECOND EDITION 


| have made an honest endeavour to incorporate the in- 
tegrated effects of all these massive changes so that the 
reader gets the most up-to-date picture of the Wonderland of 
Investment. In the rush to finish this edition, there was often 
too much to do, but even the lowest moments of my spirits 
were buoyed by the hundreds of heartening letters | receiv- 
ed from my readers, by the appreciation of my book by 
reviewers and by the numerous invitations | received from 
institutions like Lions, Rotarians, Jaycees, IMA, and Forum 
of Free Enterprise as well as from some private organiza- 
tions to give talks to their members. | owe much to them all, 
and specially to my readers, for their critical advice and en- 
couragement. | will greatly appreciate more such comments 
on the present edition. 


25-11-1980 A.N. Shanbag 
PREFACE TO THE THIRD EDITION 


They say — ‘History repeats itself.’ In the case of this book, 
it has repeated itself with a vengeance. The second edition 
also sold out in about six months. It was decided to 
postpone the publication of the new edition till after the 
Union Budget so as to enhance its value for the readers. 
This edition also finally saw daylight after seven long mon- 
ths. Last year the beneficial changes witnessed by the in- 
vestment scene created a new record. Once again, many of 
my readers have sent helpful suggestions. | am thankful to 
all of them, especially to Capt. K.M. Kamath of Air India, Mr. 
V.K. Kamath, ex-accountant of German Remedies and Mr. 
A.N. Swamy of Hoechst Pharmaceuticals. Incorporation of 
their suggestions has enhanced the quality of this edition. 
Extra special thanks are due to Mr. P. Raj Luthra who had, on 
my request, magnanimously consented to let me include his 
article on ‘Investments of Charitable Trust Funds’ in this 
edition. Since this subject was outside the scope of this 
book, it was ultimately not included in the book. 

| was most lucky in meeting yet another good Samaritan in 
the form of Mr. S.R. Darekar, Branch Manager, State Bank of 
India, who made his expertise on ‘Non-residents’ available 
to my readers. This new chapter is his contribution. | am 
greatful to him. 


5-10-1982 A.N. Shanbag 


Scanned by CamScanner 


INTRODUCTION 


It is a universally accepted principle that data-based 
management decisions stand a much better chance of suc- 
cess than intuitive decisions. Better quality data produce 
better decisions. Having realised the truth behind the dic- 
tum ‘garbage in, garbage out’, professional managers have 
started concentrating on improving the quality of decision- 
oriented data. 


The data available to an individual investor on the various 
savings schemes are very inadequate in this regard. Most 
often the investor collects his information from agents or 
publicity channels of financial institutions. These sources 
by their very nature and intent are bound to be biased. 


When you have a health problem, you consult a medical 
practitioner. A legal problem is solved with the assistance of 
an advocate. Your investment problem is likewise tackled 
with the help of an agent. The doctor and the lawyer earn 
their fees from you whereas.the agent earns his commission 
from his financial institution. In such a situation, are you 
likely to get unbiased and trustworthy advice from this 
agent? Will a sales representative of a pharmaceutical com- 
pany ever admit that a competitive product is better than the 
product of his company? Will an agent of a scheduled bank 
point out :o his customers that on a term deposit for 3 years, 
the bank pays 10% whereas the post office pays 10%2%? 
Whilst announcing on the television that the dividend on 
Units has been raised to an all time record of 11% %, will UTI 
simultaneously indicate that the interest rate is on the face 
value of Units and one cannot purchase Units any more at 
face value? An LIC pamphlet presenting comparative advan- 
tages and disadvantages of LIC and PPF stresses that LIC 
covers life but PPF does not. Would it point out that yield on 
PPF is 812% whereas the LIC yield is less than 3%2%? 


| concede that there are some good agents. | also concede 
that enough data are available through the advertising 
media of each financial institution. But mere availability of 
data is not of much value unless it is compiled in a manner 
which helps decision-making. Raw data become meaningful 
information only when purposefully presented. 
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2 WONDERLAND OF INVESTMENT 


As an investor you are lucidly clear about your objectives. 
These are: 


1. Maximise return on investments, 
2. Minimise risk of capital loss, and 
3. Ensure certain degree of liquidity of investment. 


However mere clarity about objectives does not enable the 
investor to take crucial financial decisions. There are too 
many alternatives having different concomitant benefits to 
choose from. Some give you tax concessions on interest 
earned whereas some give you tax concessions on your an- 
nual contributions. Some cover your life. Some give you a 
loan directly against your investments. Some can be pledg- 
ed as securities to get a loan whereas there are some plans 
which allow you partial withdrawals. 


The return, risk and liquidity vary with each plan. Risk and li- 
quidity are qualitative aspects related very much to the per- 
sonal attitudes and needs of each individual. It is impossible 
to quantify these. Therefore the main decision-formulating 
criterion happens to be the return on investment. 


Unfortunately, it is extremely difficult ta compute the exact 
yield of a particular plan. It requires an in-depth proficiency 
with the mathematics of investment to assess the worth of a 
plan. Computation of interest involves squares, cubes and 
higher powers of numbers. It might also involve summation 
of a geometric series. Again, what is good for one investor 
may not be necessarily good for the other. 


All this results in taking the investor In the Wonderland of In- 
vestment, where he keeps on wondering whether his finan- 
cial decision has landed him on the right grounds or not. The 
confusion gets further confounded by the fact that the nor- 
mal human mind does not have a good comprehension of 
geometric or compound growth. For instance, an investor 
may find himself faced with choices such as the following: 


Example 1: 

Plan A — 15% p.a. monthly interest. 

Plan B — 16% p.a. yearly interest. 

Which would you choose? 

Example 2: 

Beginning from 31st March 1980, you deposit Rs. 1,000 every 

year ~ the same date upto 31st March 1990 (11 deposits, 10 

years). 

Plan A — On 1st April 1990, you get Rs. 17500. 

Plan B — Beginning from 1st April 1990, Rs. 1,500 are given 
every year to you and after your death to your son 
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INTRODUCTION 3 


and after his death to your son's son, thus on and 
on for 20 generations! ! 
Which plan is better? 


Example 3: 


Plan A — 10% p.a. interest paid every year. 
Plan B — After 50 years, 100 times the Original amount! 
What is your choice? 


Example 4: 


You plan to purchase a residential flat after 10 years. You 
estimate the value of the flat will be around Rs.3.75 lakhs at 
the time. If you are able to invest Rs.20,000 every year @ 
10% p.a. compounded quarterly, will you be ina position to 
buy the flat? 


Example 5: 


Under a hire-purchase scheme, a 140 litre refrigerator 
costing Rs. 3,723 is available as follows:— 

1. Pay now — Rs. 932 only. 

2. Pay Rs. 188 in 18 equal monthly instalments. 
Do you opt for hire-purchase? 


Example 6: 


If you buy a National Savings Annuity Certificate* by paying 
a lump sum of Rs.3,200 beginning from the 61st month after 
your purchase, you receive Rs.50 every month for the next 7 
years. At the end of 7 years, you receive your Original 
amount and a bonus of Rs. 1,120. 


Would you buy the Certificate or invest @ 10% compound- 
ed quarterly in a Scheduled Bank? 


The principles involved in the above examples as well as in 
even more complicated ones are extremely simple though 
the actual computations can become cumbersome. 


Ready Reference Tables given at the end of this book will 
enable you get quick solutions to such and similar problems 
and help eliminate the drudgery of computations. For those 
who are well versed in mathematics and are interested in 
understanding the mathematics of investment, | have 
presented the derivations of the various formulae in the Ap- 
pendices. Others may skip this portion without any loss of 
comprehension. 


eee ee Se 
* These have been discontinued by National Savings Organisation from ist 
January, 1981. 
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4 WONDERLAND OF INVESTMENT 


Before we start our discussion, let me point out the two fun- 
damental assumptions which have been made in order that 
different investment plans are rendered comparable with 
one another. 


ist Assumption: 
Everything Else Remains the Same. 


In actual practice, we know that everything else does not re- 
main the same. As mentioned earlier, there are qualitative 
aspects such as life cover, capital risk, liquidity, etc. which 
cannot be lost sight of. A term loan of 3 years with a 
scheduled bank @ 10% p.a. cannot strictly be compared 
with that of 6 years in National Savings Certificates @ 12% 
p.a. However, when a loan for 3 years matures, it is invariably 
reinvested in the same plan. 


Hence this assumption is not So unrealistic. 


2nd Assumption: 


Interest Generated by a Plan is Immediately Reinvested in 
the Same Plan. 


In actual practice, very few plans permit this. Invariably the 
interest is credited to your bank account at lower yield. But 
when we compare financial plans with one another, we 
essentially compare their power to generate money com- 
pounded with the power of the generated money to generate 
further money. It is therefore necessary to assume that the 
powers of the first stage and subsequent stages are iden- 
tical. These credits to your bank account accelerate the rate 
of growth in the account thereby enabling you to invest in 
plans giving higher yields much earlier than it would have 
been possible otherwise. 


Hence this assumption also is not so unrealistic. 


It is a universally accepted financial practice to compare 
plans only under these two assumptions. 


In our succeeding discussions, we should always remember 
that the conclusions arrived at, while comparing different 
financial plans, are as realistic or unrealistic as these two 
fundamental assumptions. 


Through the various discussions on the comparative merits 
and demerits of most of the savings schemes available to 
you, | hope to enable you to make your investment decisions 
with more confidence and less wonder. 
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PART | 


INTERESTED IN INTEREST ON INTEREST ? 
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WONDERLAND OF INVESTMENT 


They have sown the wind and now 
they shall reap the whirlwind. 


— Hosea 
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COMPOUND INTEREST 


Have you ever heard the story from Wonderland of 
Mathematics in which a simpleton of a king lost a well- 
fought game of chess to an ordinary farmer? The king asked 
the farmer to choose his reward and all that the farmer asked 
for was 1 grain of wheat for the first square of chess board, 2 
grains for the second square, 4 grains for the third, 8 for the 
fourth and so on and so forth for all the 64 squares of the 
chess board. The king was very happy for being let off rather 
lightly and readily granted the wish. The real snag came 
when he tried to settle the claim. 


He required 18,446,744,073,709,551,615 grains of wheat!!! 


| hope you have appreciated how large a number this is. Let 
me try to be more concrete. There are about 25,000 grains in 
1 kg. of wheat. The king required only about 73,787 crore ton- 
nes of wheat to fulfil his obligation. Now, let me give you 
some statistics for comparison. Our total national 
agricultural produce (wheat, rice, sugarcane, cotton, etc) in 
1981-82 is expected to be an all time record at 13.4 crore ton- 
nes. The required quantity of wheat is 5,500 times this. Even 
all the wheat produced by man from all over the world, ever 
since he learnt the art of cultivation will be far less than this 
quantity!! If the king had decided to settle this liability in 
cash, say at a super wholesale rate of Rs.2.75 per kg., he 
would be required to pay Rs. 20,29,14,184 crores. This is over 
1800 times the Indian Gross National Product (GNP), which 
is the total value of all industrial as well as agricultural 


goods and services produced by India. 


Invested money grows likewise. 


Let me tell you an easy and cheap method to ensure that 
your grandson becomes a millionaire. All you have to do is 
to invest Rs. 100 only, @ 10% p.a. for 100 years. At maturity 
your grandson will collect Rs. 13,78,061 provided of course, 
the borrower's grandson has not become insolvent by then. 


In order to understand the concept of compound interest 
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thoroughly, the primary requirement is to realise that from 

the financial angle the following three situations are ab- 

solutely identical: 

1. Interest is compounded annually and paid at maturity. 

2. Interest is paid annually and the investor reinvests it in 
the same or similar accounts. 

3. Interest is paid annually and the investor spends it on his 


day to day needs. 


It is very easy to realise the identicalness of the first and se- 
cond situation. The third is rather tricky. The first has a built- 
in aspect of ‘Compulsory Savings’ whereas the second of- 
fers you a flexibility in deciding how to reinvest this interest. 


| personally do not like any artificial compulsions. Do you? 
As a matter fo fact, in certain situations this loss of flexibili- 
ty could bristle with lot of handicaps. Permit me to cite an in- 


stance at this stage. 


In 1979, the Income-tax Department announced that all in- 
terests would be charged to tax on receipt basis and not on 
accrual basis. This would certainly benefit a few investors. It 
is always beneficial to pay your taxes as late as is constitu- 
tionally possible. In spite of this, a large majority of in- 
vestors was panic stricken for very good reasons. When the 
interest is paid on cumulative basis, during the years when 
they do not receive the interest, the basic tax-exemptior.s 
available for the investment avenues (viz. bank interest upto 
Rs. 3000 every year) will have to be forgone. On the other 
hand, the year in which the interest is actually received, very 
heavy tax would be called for since i) interest received may 
be far in excess of the exempted limit and ii) income slab of 
the investor may go up because of heavy receipts ina single 
year. The public therefore, raised a hue and cry and finally 
succeeded in getting this stipulation dropped. As a result, 
now the investor, in my opinion, may eat the cake and have it 
too. He is free to choose either of the options, beneficial to 
him. We shall elucidate this benefit during our discussions 


on gift tax. 


| repeat — | do not like compulsory savings. Instead, it is 
mandatory to marshal the will to live by strict rules of 
responsible financial behaviour. 

Now let us take up the 3rd situation which, as | said earlier, 
is rather tricky. Whenever you buy any utility article, say a 
refrigerator, you forgo the stream of income you would have 
received in future by way of interest on your investment of 
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that amount. You take this action only because the marginal 
utility of the refrigerator is equal to. if not higher than, the in- 
terest. Therefore, unless yOu are extravagant, the returns 
from the refrigerator is the same as. if not higher than, the 
returns from your investment. 


COMPOUND INTEREST vs SIMPLE INTEREST 


This is another tricky area. Many of the financial institutions 
try to capitalise on the ignorance of the gullible investor in 
this regard by advertising the simple rate of interest in place 
of the Standard compound rate. How badly they are 
misdirected by unscrupulous publicity is evinced by a letter 
addressed to me by an angry reader when my articles were 
being published in the Indian Express. The letter and my rep- 
ly to it are reproduced below with the reader's name con- 
cealed. The text refers to the investment climate as it ex- 
isted in September 1978. 


‘Factual errors’ 


Sir, — In his article on “Scheduled Banks”. Mr. A.N. Shan- 
bhag apparently has not done enough research before com- 
ing to the conclusion that investments in banks are a losing 
proposition. The article is misleading, to say the least, and 
is full of factual errors. 


Mr. Shanbhag has begun with a misconcept that ‘‘banks give 
a maximum (rate) of 9.31% p.a.". While it is true that they 
give interest of 9% p.a. on deposits for over five years, due 
to the quarterly compounding of interest the yield (effective 
rate) is much more than 9.31% p.a. AS a matter of fact, the 
yield changes according to the period of the deposit. For ex- 
ample, for deposits for 63 months, the yield is 11.35% p.a. 
and for deposits for 120 months it is as high as 14.36% p.a. 


As against this, the interest earned on investments in Na- 
tional Development Bonds is at a simple rate of 13% p.a. 
without any compounding of interest. Mr. Shanbhag has, 
therefore, wrongly calculated the maturity value of 
Rs.10,000 invested for 10 years in National Development 
Bonds. The correct amount would be Rs.23,000 and not 
Rs.27,225. In comparison to this, a depositor gets Rs.24,355 
after the same period from the banks. 


It is, therefore, not on account of safety of deposits alone 
that people should come to the banks. 


In the end Mr. Shanbhag states that he has not understood 
why any investor should deposit any money in any bank. | 
would like to enlighten him on this point. Apart from the at- 
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tractive returns and certain exemptions from income and 
wealth tax a depositor gets on his investments, there are 
some other advantages of having a bank account like remit- 
tance facilities, transfer on standing instructions etc. 
XYZ 


Let us first consider National Development Bonds which Mr. 
X Y Z refers to. 

A bond of denomination Rs. 100 can be encashed for Rs. 165 
at the expiry of 5 years from the date of issue. With an in- 
vestment of Rs. 10,000 you can buy 100 bonds, the maturity 


value of which would be 100 x 165 = Rs. 16,500 after 5 


years. 
At this stage, i.e. after 5 years, with an investment of Rs. 
16,500 you can buy 165 bonds, the maturity value of which 
would be 165 x 165 = Rs. 27,225 after 5 more years i.e. after 
10 years of the original purchase. Therefore the correct 


maturity amount is not Rs. 23,000. 


Now, let us consider banks. 

Suppose we have deposited Rs. 10,000 with a bank for a 
period of 10 years. This amount will grow at compound in- 
terest of 9.31% as shown in the following table. 


Year Opening Balance Interest Closing Balance 

1 10,000.00 931.00 10,931.00 

2 10,931.00 1,017.68 11,948.68 

3 11,948.68 1,112.42 13,061.10 

4 13,061.10 1,215.99 14,277.09 

5 14,277.09 1,329.20 15,606.29 

6 15,606.29 1,452.95 17,059.24 

7 17,059.24 1,588.22 18,647.46 

8 18,647.46 1,736.08 20,383.54 

9 20,383.54 1,897.71 22,281.25 
10 22,281.25 2,074.38 24,355.63 : 


Mr. X Y Z is not disputing the fact that the amount of Rs. 
10,000 grows to RSs. 24,355 in 10 years. This figure is 
blicity literature of banks. The figures of 


available in the pu 
11.35% p.a. and 14.36% p.a. are possibly picked up from 


such publications. 
Mr. X Y Z has every reason for making a vehement complaint 
against anyone whose publication is ‘misleading and full of 
factual errors’. It was a similar reaction that prompted me to 
write the present book. 

A.N. SHANBHAG 
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Such advertisements by the nationalised banks have now 
been totally stopped by a directive from State Bank of India. 
Unfortunately however, | am very much disheartened to find 
that the Department of Small Savings also indulges in this 
malpractice. Once, | was pained to see a lady asking the 
counter clerk at a Post Office whether the interest rate on 
National Development Bonds was really as high as 13%. | 
tried to correct her notion, but failed miserably. She looked 
at me as if | was a character from some comic strip. How can 
any sane person have even a shadow of doubt regarding 
something printed by the Government of India? 


You need not carry out the kind of elaborate computations | 
did in my reply to the letter | have quoted to ascertain the 
maturity value of a financial plan. Table-I entitled ‘Com- 
pound amount of Re 1’ giving maturity value of Re 1 
deposited at any given rate and for any given number of 
years, is given at the end of this book. 


The mathematical formula is evolved in Appendix ‘A’. Since 
this is a basic concept, the understanding of which is very 
essential for our subsequent discussions, you are re- 
quested to read this particular appendix. You may skip the 
others, if you so wish. 


‘We shall return to the example of bank interest during our 
discussion on ‘Compound Interest at Higher Frequency,’ At 
the present, let us take up the following examples to get 
familiar with the use of Table 1. 


Example 1 


7-year NSC-II Certificates issued on or after 1st May, 1981 
and discharged after 7 years from the date of issue will be 
entitled to a maturity bonus at the rate of Rs. 10 for the 
denomination of Rs. 100 and at proportionate rate for other 
denominations. This bonus would be in addition to the basic 
maturity value at 6.5% p.a. of Rs. 155.50. 


Referring to Table-|, we find that at the end of 7 years, 


Maturity value of Re. 1 @ 7.5% Pp.a. = Rs.1.6590 
i.e. Maturity value of Rs. 100 @ 7.5% P.a. = Rs.165.90 
Rounded off to Rs.165.50 


Example 2 


A public limited company accepts fixed deposits under two 
schemes. The first one offers interest of 13% for 3 years 
payable every six months. The second scheme pays 
cumulatively Rs.1030 at end of the term of 3 years on a 
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deposit of Rs. 700. You desire to know the rate per annum of 
the cumulative scheme. 


Maturity value of Rs. 700 for 3 years 
i.e. Maturity value of Re. 1 for3 years 


Referring to Table-I, we find that the figure 1.4714 falls bet- 
ween the figures 1.4621 and 1.4815 i.e. between the maturity 
values at 132% and 14% respectively. 


Rs. 1,030 
Rs. 1.4714 


Maturity value of Re 1 for3 years @ 14% = ..AS. 1.4515 
Maturity value of Re 1 for3 years @13%% = Rs. 1.4621 
Difference 0.5% = Re 0.0194 


Difference between actual maturity value of 1.4714 and that 
at 132% is however 1.4714 — 1.4621 = 0.0093 


Since an increase of Re 0.0194 in maturity value is due to an 
increase in interest rate of 0.5%, the increase of Re 0.0093 in 
maturity value is due to an increase in the interest rate of 


(0.0093/0.0194) x 0.5 = 0.24% 
Interest rate of the second scheme = 13.74% 


We have just now used the ‘method of linear interpolation’ 
to arrive at an approximate value of interest by assuming 
that within this small range the interest rate varies in direct 
proportion to the maturity value. We shall have many occa- 
sions to use this method in our subsequent discussion. 


In actual practice, however, such a degree of accuracy is not 
necessary. It is enough to know that broadly the rate lies 


between 1312% to 14%. 


Incidentally, do not jump to the conclusion that the second 
scheme is better than the first. We will be in a position to 
compare the schemes only after our discussion on Com- 
pound Interest at Higher Frequency, where we find 13% 
paid 6-monthly is equivalent to 13.42% paid annually. Only 
then you are sure that the second scheme is better. 


Example 3 

In his budget speech, Mr. Pranab Mukherjee announced his 
intention of introducing a ‘Social Security Certificate’ which 
has been specially designed for small savers. Under this 
scheme, an individual between the age of 18 and 45 can in- 
vest upto Rs. 5,000, which will triple in 10 years. In the case 
of the investor's demise, his nominee or legal heir will 
become immediately entitled to the full maturity value of the 


certificate. 
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Let us find out the interest rate. 


Maturity value of Rs. 5,000 for 15 years Rs. 15,000 
i.e. Maturity value of Re. 1 for 15 years Rs. 300 


Referring to Table-|, we find that the interest rate lies bet- 
ween 11.5% and 12%. Using linear interpolation, as 
discussed in our earlier example, we find that the actual 
rate is 11.61%. 


We shall examine the ‘cost of cover’ of this scheme in our 
discussion on Interest at Higher Frequency. 


Example 4 


You have invested Rs. 5,000 @ 9% p.a. for a period of 35 
years and desire to know the maturity value. 


Referring to Table-|, we find @ 9% p.a., 


Rs. 5.6044 
Rs. 3.6425 


Compound amount of Re. 1 for 20 years 
Compound amount of Re. 1 for 15 years 
Hence, for 35 years, 
Compound amount of Re. 1 = 5.6044 x 3.6425 = Rs.20.4140 
Compound amount of Rs. 5,000 = 5,000 x 20.4140 

= Rs.1.02,070 


Example 5 


You had taken, 10 years ago, a 25-year endownment policy 
(without profits) for a sum assured of Rs.50,000. You wish to 
discontinue payments and find that there are two options 


available to you. 


1. You can make the policy paid-up. You are then entitled to 
receive the proportionate amount of Rs. 50,000 x (10/25) 
= Rs. 20,000 on maturity after 15 more years (or on prior 
death). . OR, 

2 You can surrender the policy and get immediate pay- 
ment. The surrender value is a certain percentage of the 
paid-up value. The percentage depends upon the number 
of years already elapsed and the number of years yet to 
elapse. For this particular policy, the surrender value is 
Rs. 9,140 (45.7% of the paid-up value). You want to know 


which option to take. 
This implies that, 


getting Rs. 9,140 now 
getting Re. 1 now 


Referring to Table-|, we fin 


getting Rs. 20,000 after 15 years 
getting Rs. 2.1882 after 15 years 


d that, after 15 years, 
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Compound amount of Re.1 @ 5% is Rs. 2.0789 
Compound amount of Re. 1 @ 5.5% is Rs. 2.2325 


By interpolation, we find that the equivalent interest = 
5.36% 


As compared with the current market interest rate this is too 
low. You should therefore opt for the surrender value. 


If you opt for the paid-up value, it is true that you will receive 
lower interest but there is a certain life cover still available 
to you. In case the contingency occurs anytime within 15 
years, LIC makes full payment of paid-up value without 
waiting for the maturity date. So, what is your choice? 


You are the best judge. 
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CAPITAL RISK & LIQUIDITY 


Capital Risk 


One of the primary aims of the investor is to ensure that the 
invested cpital remains reasonably safe. | am using the word 
‘reasonably’ and not ‘absolutely’ with a very good purpose. A 
prudent investor realises the truth behind the dictum 
‘nothing risked, nothing gained.’ Every time he opts for safe- 
ty, he pays a price for this safety. The difference between 
the interest he would have earned and he actually earns is 
the insurance premium he pays to play safe. 


To insure yourself against contigencies is, in general, a very 
wise policy. If one unwisely opts for higher interest and 
deposits all his life-savings in a weak company and if the 
company goes into liquidation, he loses not only the savings 
but also the steady income in terms of interest that he 
would have received. 


This fear weighs so much on the mind, that the general 
tendency is towards over-insurance and this is really bad. 
You must know the cost of this safety whenever you take a 
financial decision. 


Throughout the preceding pages, | have attempted to 
highlight the Power of Money. The higher the interest rate, 
the higher is this power. | risk repetition, but allow me to 
elaborate this rather important aspect a little more by taking 
an example. 


Mr. A. and Mr. B each have Rs. one lakh available for invest- 
ment. Mr. A plays safe and invests @ 10% p.a. However, Mr. 
B carefully studies all opportunities available and, not 
wishing to put all eggs in one basket, invests Rs.5,000 each, 
at 20 different places giving him an average yield of 13% p.a. 
He watches his investments continuously and changes 
scrips whenever he feels that a particular company Is not 
faring well. Inspite of all these precautions, he is very 
unlucky. Every year one of the companies goes into liquida- 
tion and he loses not only his entire capital of Rs. 5,000 but 
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also all the future dividends on it. Inspite of this bad luck he 
persists in his policy and re-invests all funds generated by 
his investments in similar ventures getting 13% returns. 


After a period of 20 years, both of them die in an air crash. 
Let us find out the value of their estate arising out of original 


Capital. 





Mr. A's investment Mr. B's investment 





@ 10%p.a. @13% p.a. 
Year Capital Interest Capital Interest Loss 
Rs. Rs. Rs. Rs. Rs. 
1 1,00,000 10,000 1,00,000 13,000 5,000 
2 1,10,000 11,000 1,08,000 14,040 5,000 
3 1,21,000 12,000 1,17,040 15,215 5,000 
4 1,33,100 13,310 1,27,255 16,543 5,000 
5 1,46,410 14,641 1,38,798 18,044 5,000 
6 1,61,051 16,105 1,51,842 19,740 5,000 
7 1,77,156 17,716 166,582 21,655 5,000 
8 1,94,872 19,487 1,83,237 23,821 5,000 
9 2,14,359 21,436 2,02,058 26,268 5,000 
10 2,35,795 23,579 2,23,326 29,032 5,000 
11 2,59,374 25,938 2,47,358 32,156 5,000 
12 2,85,312 28,531 2,74,514 35,687 5,000 
13 3,13,843 31,384 3,05,201 39,676 5,000 
14 3,45,227 34,523 3,39,877 44,185 5,000 
15 3,79,750 37,975 3,79,062 49,278 5,000 
16 4,17,725 41,772 4,23,340 55,034 5,000 
17 4,59,497 45,950 4,73,374 61,538 5,000 
18 5,05,447 50,545 5,29,912 68,889 5,000 
19 5,55,992 55,599 5,93,801 77,194 5,000 
20 6,11,591 61,159 6,65,995 86,580 5,000 


TOTAL = Rs.6,72,750 TOTAL = Rs.7,47,575 


DIFFERENCE = Rs. 74,825 
Incidentally, if none of the companies had gone into liquida- 
tion, Mr. B’s assets would have been worth Rs. 11,52,309 
—almost double the assets of A. 
Now, you decide whether you would like to adopt the finan- 
cial philosophy of Mr. A or Mr. B. You are the best judge. 


This very example can be used to indicate exactly the op- 
posite of what | am trying to do. All that one has to do is to 
kill both Mr. A and Mr. B around thirteenth year and an- 
nounce that the philosophy of Mr. A paid him good dividend. 
Making financial decisions is a complicated process in- 


deed. 
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It is the long term view that gives the correct answer. 


When an investment is lost, there is a visible loss. When the 
investor rejects an opportunity to invest at higher rate, there 
is an invisible loss. Both the visible as well as the invisible 
losses have identical resultant influence. A prudent invest- 
ment policy should strike a balance between these losses. 
An investor who does not have a good assessment of the 
real power of money to earn more money tends to be over- 
cautious without realising the opportunity cost involved. 


| have given the example, not with an intention to suggest 
that one should gamble or speculate. | only wish to assert 
that it is necessary to take calculated risks. The line bet- 
ween the two is very thin indeed but a better understanding 
of how money grows enables one to take better investment 
decisions. 


Do you remember my tip to make your grandson a 
millionaire? Invest Rs. 100 @ 10% p.a. for 100 years. Let us 
see what difference it will make if you invest at higher rates. 


Rate of Maturity Value 

Interest at end of 100 years 
% Rs 
10 13,78,061 
11 34,06,418 
12 83,52,227 
13 2,03, 16,287 
14 4,90,32,624 
15 11,74,31,345 
16 27,91,25,120 
17 65,85,46,089 
18 1,54,24,13,191 
19 3,58,67,08,973 
20 8,28, 17,97,452 


Money is like an organism. It grows into a colony when it is 
given the right environment without which, however, it 


withers away. 
Liquidity 


The investor does not invest merely to get the psychological 
satisfaction of seeing his funds grow. There is no sense in 
just getting wealthier if the wealth is not available for 
meeting unforeseen contigencies like sickness in the fami- 
ly. Alternatively, one might desire to enjoy the benefits of 
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wealth by moving into a bigger and more comfortable house 
and have a luxurious living. 


It should be realised that all the so-called ‘cash’ is only a 
‘promise’ by the authority. Money acquires ‘value’ only when 
it is spent. Hence, liquidity, i.e., convertibility of investment 
into ready cash for spending, is an important consideration. 
It is therefore necessary to ensure a reasonable liquidity of 
your investments. 


Here again, | am using the word ‘reasonable’ and not ‘ab- 
solute’ with a very gocd purpose. You have to pay the cost 
for liquidity. Investments which commit you to higher 
periods normally give higher yields. This is the.reason why 
Post Office Time Deposits for 1, 2, and 3 years offer 9,9% 
and 102% interest respectively. Similarly banks offer for 
the same periods, 8, 9 and 10% respectively. 


A prudent investment policy can circumvent this difficulty 
while allowing you to enjoy the fruits of higher interest and 
at the same time to ensure the desired liquidity. Your invest- 
ment portfolio should be disbursed evenly over a period so 
that all investments do not mature at the same time. 
Moreover, money in Fixed Deposits in scheduled banks is 
no doubt locked up, but you are allowed to take a !oan of up- 
to 75% of your deposit amount at about 3% higher rate of in- 
terest. Investment in shares or Units of UTI have ready 
marketability. Your investment portfolio should also be 
disbursed evenly over various plans. 


In all subsequent discussions, | have therefore ignored this 
aspects of liquidity completely and picked up for com- 
parison the highest rate of interest offered by a plan for 
longest term of investment. This is not really so unrealistic 
since the period of a term-loan loses its significance when 
the matured amount is reinvested in the same or similar 
plans. This is exactly what most of the investors do most of 


the times. 
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Annuity is a sequence of periodic payments or receipts. The 
term may be fixed as a certain number of years. Alternative- 
ly, the transactions may extend over a period which cannot 
be foretold as in some LIC schemes where an individual 
receives payments as long as he lives. 


The word ‘annuity’ is almost always understood by the 
layman as a string of income received annually. This is 
because many institutions like LIC or Banks have such 
schemes. However, payments made by an investor also con- 
stitute an annuity. Examples of the receiving kind of an- 
nuities are schemes of LIC in which a matured policy is paid 
as an ‘Immediate’ or ‘Deferred’ annuity. Examples of the 
‘paying’ kind of annuities are LIC premiums, instalments of 
PPF, CTD, Recurring Deposits, etc. 


Almost all investment annuities are those whose term is 
fixed and, furthermore, whose size is fixed. In other words 
the investor always knows when the annuity matures and 
how much he has to contribute every year till maturity. 


Let us examine an annuity in detail: 


Suppose on 31st March, 1982 you open a 15-year Annuity ac- 
count offering 8.5% interest p.a. with an annual contribution 
of Re. 1 only. Of course, no investment plan allows you to 
contribute only one rupee. But as you have already found in 
the case of ‘Compound Interest’, this supposition facilitates 
our computations. You will be making your 2nd contribution 
on 31st March 1983, 3rd on 31st March 1984 and finally, the 
15th contribution on 31st March 1996. The account matures 
1 year thereafter i.e. on 1st April 1997. 


It is absolutely necessary for the investor to have a clear, 
concise and complete insight into annuity in order to be 
able to make considered decisions. Most decisions are 
made with crossed fingers because the investor is afraid of 
‘too much mathematics’. However, if you have understood 
that the compound amount (maturity value) of Re. 1 invested 
for 15 years @ 8.5% p.a. is (1.085)'5, then it does not require 
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much imagination to realise that the maturity value A/(75, 8.5), 


of the above Annuity is given by 
A(15, 8.5) = 1.085 + 1.0854 +....1.085* + 1.085 = 30.6320 


It is easy to see how this expression is derived. The first con- 
tribution of Re. 1 @ 8.5% p.a. fetches at the end of 15 years 
Rs. 1.085'5. The second instalment is invested for only 14 
years and hence is worth Rs.1.085'*. And so on and so forth, 
till the last contribution made on 31st March 1996 which car- 
ries interest for only 1 year. 


| concede that it is very cumbersome for you to compute the 
value of the above expression. This need not worry you any 
longer. 


Table-Il given at the end of the book directly gives you the 
maturity value of not only the above annuity, but all other an- 
nuities covering a range of 1% to 18% interest rates and 1 
year to 20 years term. The mathematical formula is evolved 
in Appendix ‘B’. 

Notice our symbolic representation of the maturity value of 
the above Annuity as A(75, 8.5). In general, the maturity value 
of the above annuity of Re. 1 for a term of ‘n’ years, yielding 
interest @ i% p.a. will be represented by the symbol A (n,/). 


There are some annuities which require the investor to make 
an additional contribution on (or just before) the maturity 
day. The maturity value of such an annuity is obviously given 
by A(n,i)+ 1 since the last contribution does not earn any in- 
terest. Thus in case of the above annuity, if the investor is re- 
quired to make an additional contribution on 31st March 
1997, the maturity value of this 15-year annuity, requiring 16 
contributions, will be Rs.31.6320. 


Incidentally, the above annuity represents the ‘Public Provi- 
dent Fund’, which we shall discuss more thoroughly later. 
This last contribution, though it does not earn any interest 
provides the best advantage to any Income-tax payer. 

The following examples would enable one to get a firm grip 
of the concept of annuity. 


Example 1: 
Public Provident Fund: 


Earlier we have seen that PPF is an annuity of a term of 15 
years. You are allowed to continue beyond 15 years without 
any loss of benefit. You are interested in knowing the 
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maturity value if you continue for 10 more years, i.e., a total 
period of 25 years. 


Here we desire to find the maturity value of an annuity 
@ 8.5% for 25 years. When we refer to Table-Il, we find that 
values beyond 20 years are not directly available. Hence, we 
divide the period of the annuity into 2 annuities, the first an- 
nuity for a term of the first 20 years and the second annuity 
for a term of the next 5 years. The contributions of the first 
annuity stop after 20 years, when the contributions of the se- 
cond annuity start. The proceeds of the first annuity are not 
withdrawn at the end of 20 years but are invested in a FD 
@8.5% interest, for a period of 5 years. 


It is now obvious that the maturity values of the 1st and 2nd 
annuities will add up to the maturity value of the original an- 
nuity. Referring to Table-| or Il wherever necessary, we find 
that 


annuity of Re. 1 at end of 20 years = 52.4891 

FD of Re. 1 at end of 5 years = 1.5037 

Hence, FD of Rs. 52.4891 at end of 5 years = 52.4891 
x 1.5037 

= 78.9279 

annuity of Re. 1 at end of 5 years = 6.4290 

Hence, Annuity of Re. 1 at end of 25 years = 78.9279 
+ 6.4290 

= 85.3569 


For a detailed derivation of this value of A(n, + n,,/) see Ap- 
pendix ‘B’. 

This is the required value. Incidentally, in case of PPF, it is 
necessary to make an additional contribution as indicated 
earlier, so that the actual maturity value would be 
Rs. 86.3569. This point we shall examine in greater detail 
subsequently. 


Example 2: 
LIC — Bonus on Endowment Assurance: 


‘Endowment Assurance Plans’ of LIC provide for payment at 
the end of a selected term of years or at death, if it occurs 
before the expiry of the term. 


Endowment Assurance can be taken either (i) without pro- 
fits for which LIC pays only the sum assured or (ii) with pro- 
fits for which LIC pays, over and above the sum assured, a 
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bonus, the current rate of which is Rs. 28.00 per annum per 
Rs. 1,000 sum assured. 


A higher premium is required to be paid on policies with pro- 
fits. The incremental premium paid annually represents an 
annuity, the maturity value of which is the total amount of 
bonuses paid at the end of the term by LIC. 


Let us examine the following 2 situations 


Age of policy-holder—years 18 18 
Term of endowment policy—years 52 10 
Premium for with-profit policy—Rs. 19.85 107.10 
Premium for without-profit policy—Rs. 13.85 88.05 
Difference 6.00 19.05 
Bonus amount at end of term—Rs. 1456.00 280.00 
Now, in case of Bonus, Maturity Value 

of Annuity of Re. 1 242.6667 14.6982 
Equivalent interest rate 4.98%* 6.90%* 
In case of with-profit policy, Maturity 

Value of Annuity of Re. 1 173.7280 11.9514 
Equivalent interest rate 2.96% 3.22% 
In case of without-profit policy, Maturi- 

ty Value of Annuity of Re. 1 72.2022 11.3572 
Equivalent interest rate 1.19 2.30 


The first impression one gets in that the extra premium is 
merely a contribution for earning bonus and does not offer 
any life cover. This is not true. For instance, according to the 
actual term of this policy, if death occurs within say 2 years, 
LIC pays a bonus of Rs. 56 (Rs. 28 per annum) against the ex- 
tra premium received of only Rs. 12, in case of the policy 


with 52 years term. 


All this analysis brings out the following two important 
points, in case of anyone who does need a life cover. 


1. Policies of shorter term are better than those with longer 
term. 
2. With-profit policies score over without profit policies. 


If you already possess a ‘without profit’ policy taken by you 
quite some years ago and there is only a short tenure left, it 
may not be a bad idea to convert it into ‘with profit’ for the re- 
maining period of the term of the policy. 
*Prior to the revision of premium and bonus rates of LIC in 1980, the 
equivalent rates for 18 years and 52 years were 4.27% and 11.77% 
respectively. It is evident from the above analysis that LIC has rectified 


this anomaly. 
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Example 3: 
LIC — Pure Endowment Policy: 


‘Pure Endowment’ policy is useful to adults or children who 
do not care to appear for medical examination or for reasons 
of health, are unacceptable for insurance under other plans. 
No life cover is available in case of Pure Endowment. This 
policy is useful for taking advantage of tax concessions. 


Let us take the following situation:— 


Age of eat holder 50 years 
Term of pure endowment policy 10 years 
Premium per Rs. 1,000 sum assured Rs. 83.90 
Less: Rebate for annual mode of payment Re. 0.40 
Actual Premium Rs. 83.50 


(Note: Rebate for annual mode of payment is normally Re. 0.75 per Rs. 1,000 
sum assured but in this case only Re. 0.40 is granted. Again rebate for large 
sum assured when life is covered is Re. 1 and is not available for Pure En- 
dowment.) 


Now, for 10 years 


Maturity value of the annuity of Rs. 83.50 = Rs. 1,000,00 
Maturity value of the annuity of Re. 1.00 = Rs. 11.9760. 
Hence, 

A(70, /) = 11.9760 

A(10,3.0) = 11.8078 Refer Table-I| 

A(10,3.5) = 12.1420 


Using the method of linear interpolation, we have, 
equivalent interest rate = 3.25%. 


At this stage, | would like to draw your attention to the Post 
Office Cumulative Time Deposit Scheme (CTD) which is 
comparable in major aspects with the above policy. It also 
has a term of 10 years and it enjoys almost identical tax con- 
cessions. The rate of return is 7.25% in case of CTD cor- 
responding to 3.25% in case of Pure Endowment. 


In view of this, | do not understand why any person should 
buy LIC’s Pure Endowment Policy. | would like to be 
enlightened. 


Example 4: 
Agent’s Commission: 


A zealous and enterprising agent of LIC has succeeded in 
persuading one of his friends to buy an endowment 
assurance policy (without profits). The sum assured is 
Rs. 50,000. The friend is 30 years old and took a policy fora 
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term of 30 years. This is excellent ‘insurance planning’. In 
case of premature death, the family is well provided for. On 
survivance, however, he would receive Rs. 50,000 just when 
he retires. 


The agent receives on the 1st premium a commission of 
35% (Normal 25% and bonus 10%). He further receives 
7%2% commission on the 2nd as well as the 3rd premiums, 
and 5% on rest of the premiums throughout the term. The 
agent decides to invest all his commission as and when he 
receives it ina scheduled bank @ 10% p.a. He is interested 
in finding out the value of his commission at the point of 
time when his friend, on survival, receives Rs. 50,000. 


Annual premium Rs. 1,112.50 
35% of premium Rs. 389.37 
7%2% of premium Rs. 83.44 
5% of premium ‘ Rs. 55.62 


Maturity value of commission @ 10% is given by 
389.37 x 1.1099 + 83.44 x 1.1079 + 83.44 x 1.1078 + 55.62 x A(27,10) 
= 16,730.31 
This analysis assumes that the interest is paid annually. A 
more accurate estimate will take into account the fact that 
the scheduled banks pay quarterly interest. This then would 
work out to Rs. 18,247.49. 


Thus, the agent gets about Rs. 18,250 when his friend gets 
Rs. 50,000. 


Who would not be zealous and enterprising when he gets 
this kind of reward? 
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INTEREST AT HIGHER FREQUENCY 


Have you heard the story from ‘Wonderland of Mathematics’ 
in which a prospective candidate fora job of ‘Financial Con- 
troller’ was. asked to choose between the following terms: 


1. 6-monfhly salary of Rs. 30,000 with increment of Rs. 
175 per 6 months. 


2. Yeatly Salary of Rs. 60,000 with increment of Rs. 600 
per year. 


Greédity he opted for the second alternative and was not 
selected because he did not have the necessary financial vi- 
sion. Let us see how these alternatives work out: 





Year 1st alternative 2nd alternative 

30,000 

1 30,175 60,175 60,000 
30,350 

2 30,525 60,875 60,600 
30,700 

3 30,875 61,575 61,200 
31.050 

4 31,225 62,275 61,800 
31,400 

5 31,575 62,975 62,400 


There are a number of schemes which pay interest on a mon- 
thly, 2-monthly, quarterly or 6monthly basis. 


You have an advantage under. such schemes because in- 
terést paid in inStalments is available to you for reinvest- 
ment earlier during the year than when you receive it in a 
lumpsum at the end of the year and hence, you actually geta 
higher rate of interest than the stipulated one. In such cases 
it is necessary to work out equivalent annual rates to enable 
you to compare different plans. 
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Example 1: 


Hundi 
These are short term unsecured loans with a high risk factor. 
Normally, the minimum amount accepted is Rs. 5000 and 
the term is either 3 or 6 months. The Hundi is prepared ona 
semi-judiciary stamp paper (of Rs. 12.50 for Rs. 5000) with 
the borrower promising to pay the depositor on a stipulated 
date and an associate of the borrower accepting (guarantee- 
ing) payment. Though this bill of exchange looks much more 
imposing than a typical FD-receipt (with 20 paise revenue 
stamp), the business is more or less carried out on mutual 
trust. The interest rate is understandably high at Rs. 1.6% 
simple per month payable in advance. 
Let us compute the rate of interest, as understood in com- 
mon parlance, as so much per cent per annum. 
For a6-months’ Hundi of Rs. 5,000 an advance interest of 
(1.6 x 6 x 5000) + 100 = Rs. 480 is paid on the day of 
deposit. 
Thus, the effective investment is (5000 — 480) Rs. 4520 but 
its maturity value is Rs. 5000. 


In other words, 

Maturity Value of Rs. 4520 after 6 months is Rs. 5000 
Maturity Value of these Rs. 5000 after 6 more months is 
given by (5000/4520) x 5000 = Rs. 5,530.97. 


Hence, 
Maturity Value of Rs. 4520 in 1 year is Rs. 5,530.97 


i.e. Maturity Value of Re. 1 in 1 year is 5530.97/4520 
= Rs. 1.2237. 


The rate of interest, therefore is 22.37%. 


Similar computations for a 3-months’ Hundi result in an in- 
terest rate of 21.75%. 


Example 2: 

A public limited company offers 14% p.a. interest, payable 
annually, on Fixed Deposits for a term of 3 years. However, 
on deposits of Rs. 10,000 or more, the interest is payable 
quarterly. You desire to know the cost of not availing 
yourself of this additional facility. 


Interest rate per annum 
Interest rate per quarter 


14% 
312% 
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Since there are 4 quarters in 1 year, the equivalent interest 
rate p.a. can be found as follows: 


Referring to Table-I, we find that— 


Re. 1 @ 3% % per annum for 4 years 
i.e. Re. 1 @ 3% % per quarter for 4 quarters 


Equivalent interest rate = 14.75% p.a. 


Hence, the difference in maturity value on a deposit of 
Rs. 10,000 is given by: 
Rs. 10,000 x [ (1.1475)3 —(1.14)3] =Rs. 294.34 


Have you noticed the trick we have employed to be able to 
use Table-| prepared on the basis of compounding the in- 
terest on annual basis? Here, we are compounding the in- 
terest on quarterly basis. We therefore conceptually treat 
the quarter as if it were a year. In our subsequent discus- 
sions we shall have some more occasions to use the same 
or similar tricks. 


1.1475 
1.1475 


Though such decisions can be taken on the basis of values 
given by Table-I, for ready reference, Table-V is prepared. 
This table covers only the range of percentages and years 
most often required. The corresponding mathematical for- 
mula is evolved in Appendix ‘D’. 


Example 3: 


The new 6-year National Savings Certificates, issued by the 
National Savings Organisation pays interest @ 12% p.a. 
payable 6-monthly. The NSC-VI issue cumulates interest 
and pays, at the end of the term, a sum of Rs. 201.50 fora 
certificate of Rs. 100 denomination, whereas the NSC-VII 
issue pays interest at end of every 6-months. The fact that 
the VI and VII issues are equivalent may be ascertained by 
referring to Table-| for the rate of 6% and period of 12 years. 


Let us find out the value of a Rs. 5,000 denomination cer- 
tificates at end of 10 years. 


Referring to Table-| for rate of 6% and period of 20 years, 
we find that the value of this certificate would be 
5,000 x 3,2071 = Rs. 16,035. 

Now, the ‘Social Security Certificate’, (Refer to Example 
1, Compound Interest) which has been specially designed 
for the small saver, will triple in 10 years, if the investor 
survives the term of the certificate. 


This implies that the small saver will lose Rs. 1,035 by in- 
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vesting Rs. 5,000 in a Social Security Certificate instead 
of in National Savings Certificate. The tax-benefits are the 


same. 
In other words, since the nominee or the legal heir gets 
the full maturity value of Rs. 15,000 in case of the in- 
vestor’s demise, the cost of a cover of Rs. 15,000 is 
Rs. 1,035. (actual loss is Rs. 1,072 since the interest rate is 
a little over 12%) 

This is indeed quite cheap and extremely attractive when 
compared with most of the LIC schemes. However, one 


should bear in mind that LIC premiums attract tax rebate 
whereas the contribution to these certificates are without 


any tax concessions. 


Scanned by CamScanner 


5 
PRESENT VALUE 


Receiving Rs. 100 today is equivalent to receiving Rs. 161.05 
at the end of 5 years, the interest rate being 10%. Alter- 
natively, receiving Rs. 62.09 today is equivalent to receiving 
Rs. 100 at the end of 5 years. In other words, the present 
value of Rs. 100 to be received after 5 years is Rs. 62.09, the 
interest rate being 10% p.a. | 


This concept of present value is very useful in taking finan- 
cial decisions involving investment proposals. The rule is: if 
the present value of earnings from an investment proposal 
equals or exceeds the actual value of investment, accept the 
proposal. Otherwise reject it. 


Example 1: 


We shall now solve example No. 2 given in the chapter ‘Com- 
pound Interest’ by using above concept. The example is 
reproduced below: 
A Public Limited Company accepts Fixed Deposits under 
2 schemes. The 1st scheme offers an interest of 13% for 
3 years, paid half-yearly. The 2nd scheme offers to pay 
Rs. 1,030 at the end of 3 years on a deposit of Rs. 700. You 
desire to know which scheme to opt for. 


From Table-V we find, 
13% paid half-yearly 
From Table-! we find, at end of 3 years 


13%2% p.a. 


Compound amount of Re. 1 @ 13% % = Rs. 1.4621 
Present value of Re. 1 = 1/1.4621 = Rs. 0.6839 
Therefore, present value of Rs. 1,030 = Rs. 704.42 
Actual investment required is = Rs. 700.00 


Hence the 2nd scheme is better than the 1st scheme. 


In the above example a single amount is received after a cer- 
tain number of years. The present value concept is more 
useful in evaluating the worth of financial plans involving a 
stream of income received annually for a given number of 
years (i.e. annuity). Some plans may involve both single pay- 
ment as well as annuity, as illustrated in one of the ex- 
amples discussed subsequently. 
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Table-Ill gives the present value of Re. 1 to be received 
after a certain number of years at a certain rate of interest. 
Table-lV gives the present value of Re. 1 to be received an- 
nually in a certain number of instalments, the 1st instalment 
being received now. The mathematical formula is evolved in 
Appendix ‘C’. 


The technique discussed here for finding the present value 
of annuities is also known as ‘discounted cash flow’. 


Table-IV is based on annual instalments. This understates 
the present value of earnings if earnings are received semi- 
annually, quarterly or monthly. Tables are available for such 
modes of receipts, but these are only used when a high 
degree of accuracy is desired. It should however be borne in 
mind that the ratio of the present value on a monthly basis to 
that on an annual basis at 6% interest is around 1.03 
whereas at 18% interest it is around 1.08. We shall use only 
the annual tables. 


Now, let us turn to some examples. 
Example 1: 


Bearer Bonds: 


The Special Bearer Bonds (Immunities and Exemptions) Act, 
1981 was passed to canalise black money for productive pur- 
poses. The Special Bearer Bonds, 1991, has a face value 
of Rs. 10,000 and redemption value, after 10 years, of 
Rs. 12,000. These bonds are exempt from Income-tax, 
Wealth-tax as well as Gift-tax. The holder of these Bonds en- 
joys an absolute, unconditional immunity against the re- 
quirements of disclosure of source of income used to ac- 
quire the Bonds. 


Assuming that for white money, an avenue enjoying iden- 
tical benefits is available at an yield rate of 82% p.a., let us 
find out the loss involved (in effect, the penal tax paid to the 
exchequer), at the present juncture, in the process of con- 
verting black money into white. 


Referring Table-Ill, we find that, when the rate of interest 


is 82%, the present value of 
Re. 1 received after 10 years = Re. 0.4423 


Hence, Rs. 12,000 received after 10 years Rs. 5,307.60 


Thus, the loss on Rs. 10,000 is about Rs. 4,700. This means 
that the penal tax rate is about 47%. The reason why | have 
assumed this rate of 842% p.a. for comparisgn would be 
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clear when we discuss Public Provident Fund subsequently. 
Example 2: 


LIC : Settlement Option: 


This is a plan involving both a single payment after a certain 
number of years and an annuity in the meanwhile. The claim 
amount of LIC policy may also be paid in equal monthly in- 
Stalments over a selected period, the balance amount being 
payable in a lumpsum on the expiry of the period. The 
following table shows for each Rs. 1,000 payable in respect 
of the claim, the lumpsum payable at the end of the 
specified period, monthly instalment of Rs. 5 being payable 
in the meantime. 


This looks very attractive. If you opt for this option of settle- 
ment, say for an annuity of 5 years at Rs. 5 per month, you 
will receive Rs. 60 per year for 5 years and Rs. 931 after 
1 more year. Let us, however, find out the interest rate. 


Present Values @ 5% 


Years Lump Annuity Lump sum Annuity Lump sum Total 
sum of Re.1 of Re.1 of Rs. 60 of option 


5 931 4.5460 .7835 272.76 729.44 1,002.20 
10 842 8.1078 .6139 486.47 516.90 1,003.37 
15 729 10.8987 .4810 653.92 350.65 1,004.57 


This is also purely ‘banking activity’ by LIC and the interest 
rate is about 5.05%, irrespective of the duration of the term. 


Example 3: 


Hire Purchase: 


A large size refrigerator has a cash down price of Rs. 6,016. 
A shop-keeper sells it under his hire-purchase scheme as 
follows: 
1. Initial payment of Rs. 2,016. 
2. 12 monthly instalments of Rs. 365.70. 
3. Agreement charges of Rs. 120. 

i he present value of 
From the point of view of the customer, t 
the 12 monthly instalments of Rs. 365.70 is 


; 16 — 2016 — 120) = 3880 | 
(8 Les SF value of 12 monthly instalments of Re. 1 is 


Rs. (3880/365.70) = Rs. 10.6098 
Since the instalments start from a month after the initial 
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payment, we refer to Table-lV under column 13 and sub- 
tract 1 from the values available therefrom. We find, 


Present value of Re. 1 @ 1%%% = 10.9075 
Present value of Re.1 @2 % = 10.5753 


By interpolation, we find that 
the monthly rate of interest 1.95%. 
the yearly rate of interest 23.4% 


Even if the agreement charges are not taken into account 
the interest rate works out to 18.6%. 


Would you pay cash or opt for higher-purchase—oops, 
sorry, hire-purchase? 
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ADVANCE CONTRIBUTIONS 


For the convenience of small investors, many financial 
plans permit monthly contributions. Some of these plans 
are PPF, CTD, LIC, etc. 


Acceptance of monthly contributions involves a lot of ad- 
ministrative and paper work. To avoid this inconvenience, 
some of these plans make it quite attractive for the investor 
to give ‘advance contributions’ in a lump sum by offering 
rebates. LIC makes the mode of monthly contributions 
repulsive for the investor by levying an additional charge of 
5%, besides the rebate on advance contributions. This addi- 
tional charge is not applied to Salary Savings Scheme. 


It is necessary but not easy for the investor to assess the 
quantum of advantages offered. The mathematical formula 
to solve examples such as the following is evolved in Appen- 
dix ‘E’. 

The following examples would make this clear. 


Example 1: C.T.D. 

You have already opened a 10-year account of ‘Cumulative 
Time Deposit’ in a Post Office: Whilst going through the 
rules you come across the following: 

Deposits may also be made in advance at the option of the 
depositor. Rebates will be admissible on such deposits at 
the following rates: 


(i) For 12-monthly deposits made in any calendar month 
Rs. 2 for an account of Rs. 5 denomination. 


(ii) For 6-monthly deposits made in any calendar month 
Re. 2 for an account of Rs. 5 denomination. 


In the case of accounts of other denominations, the amount 
of rebate in the case of 12-monthly deposits or as the case 
may be, 6-monthly deposits made in any calendar month, 
shall be in such proportion to the amount of rebate specified 
above against each such number of monthly deposits as the 


denomination bears to Rs. 5. 


Scanned by CamScanner 


34 WONDERLAND OF INVESTMENT 


What is your choice — 6-monthly or 12-monthly deposits in 
advance? Or would you rather continue on monthly basis? 


As worked out in Appendix ‘E’ (which you may skip if you 
like) for annual mode of payment, interest works out to 
7.85% whereas for 6-monthly mode of payment interest 
works out to 8.28%. 


Example 2: L.I.C. 


You are 40 and are comtemplating to buy an Endowment 
Assurance Policy with profits for a term of 30 years and for 
an assurance of Rs. 25,000. Tabular annual premium to 
be paid in monthly instalments of Rs. 3.33 is Rs. 40 per Rs. 
1,000 sum assured. 


If the premiums are paid yearly or half-yearly, a reduction of 
75 p. and 50 p. respectively will be allowed in the Tabular An- 
nual Premium per Rs. 1,000 sum assured. Would you opt for 
the reduction? If you do, would you choose yearly or half- 
yearly mode of payment? 


As worked out in Appendix ‘E’, for the annual mode of pay- 
ment, the interest works out to 4.26% whereas for half- 
yearly mode of payment, the interest works out to 6.18%. 


Both the above results are a bit of a surprise to me personal- 
ly. Normally, | would expect the advantage granted for the 
annual mode to be at least equal to, if not higher than the ad- 
vantage granted for the 6-monthly mode of payment. 
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AXE, NOT EVADE YOUR TAX 


INCOME TAX OFFICE 
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Taxes are indeed very heavy — 

We are taxed twice as much by our idleness, 
Three times as much by our pride, 

And four times as much by our folly. 


— Benjamin Franklin 
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INCOME — TAX 


Earlier in this book | indicated a cheap way of making your 
grandson a millionaire. From my calculations, however, | 
had kept Income-tax out. If this has given you the impres- 
ss oe | am overlooking Income-tax, | should like to cor- 
rect it. 


Taxation is an instrument used by the State to achieve its 
social and economic objectives. Taxes are the price one 
pays to enjoy the benefits of law and order, a harmonius 
relationship with other countries, protection against exter- 
nal aggression, access to essential services like electricity, 
water, transport, health, education, disposal of sewage, etc. 
It is undeniably just and equitable that the rich should be 
called upon to bear a heavier burden on this cost than the 
poor. It is therefore obligatory to pay taxes. It would be un- 
patriotic not to do so. 


For diverting funds from expenditure on consumer goods in- 
to productive corporate investments the Government has of- 
fered selective tax concessions. The objective of this policy 
is to check inflationary pressures and in the long run to 
reduce inequalities and enlarge opportunities for the peo- 
ple. It is neither illegal nor unethical to take advantage of 
these concessions. To be able to take advantage of them 
you must know them thoroughly well. 


It is here where the snag lies. You are a very busy man. You 
do not have the time or inclination to study in detail the 
(i) Income-tax Act, 1961 (ii) Wealth-tax Act 1957, (iii) Gift- 
tax Act, 1958, (iv) Estate-duty Act, 1953 (v) Compulsory 
Deposit Scheme (Income-tax Payers) Act, 1974, etc. This is 
too vast a subject and you will get really bored reading it. 
The information pertinent to your status and portfolio would 
be scattered all over. Even if you have the patience to go 
through the whole lot of the Acts, you will still find yourself 
on the horns of a dilemma as you may only be able to pick up 
a point here and a point there with a lot of bull in between. 
The numerous amendments which are consistently made to 
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all these acts in the Union Budgets year after year will only 
add to your puzzlement. 


This need not worry you. There are quite a number of tax- 
consultants who have specialised in this particular field. 
They are willing to give you proper guidance, assist you in 
preparing returns and get clearance from your ITO in con- 
sideration of a small fee. Be very careful, though, in choos- 
ing your consultant. Some of them have a limited knowledge 
of the subject and some more are too busy to keep 
themselves abreast of the recent developments and 


changes. 


In this regard allow me to narrate my personal experience 
which | am sure would amuse you. 


For the purpose of writing this treatise, | was studying the 
Income-tax Act. | came across Section 80 VV which reads as 
— ‘In computing the total income of an assessee, any ex- 
penditure incurred in the previous year in respect of any pro- 
ceedings under the Income-tax Act before (a) any Income- 
tax authority or (b) the appellate tribunal or (c) any court, 
shall be allowed by way of deduction, subject to a maximum 
of Rs. 5,000’. 

Now, | consider the fee | pay to my consultant who files my 
return as ‘expenditure incurred in respect of proceedings 
before Income-tax authority’ and asked my consultant 
whether his fees are allowable deductions. His answer was 
a categorical ‘no.’ | was not satisfied and from subsequent 
enquiries | made with some of the ITOs | found that they do 


allow this deduction. 


There are some financial plans which yield tax-free interest 
whereas in the case of others, tax is required to be paid at 
the rate corresponding to the investor's income-slab. Such 
plans can be compared with one another only when they are 


reduced to the same basis. 


You may therefore compute the ‘effective rate of interest 
after tax’ by knocking off the tax-element from the gross in- 
terest. These values are available in Table-VI. 


Alternatively, you may compute the ‘break-even rate of in- 
terest before tax’ by adding the tax-element to the net in- 
terest. These values can be obtained from Table-VI by using 
the ‘method of interpolation.’ This information is required 
very often and, to avoid the bothersome computation 
everytime, it is made directly available in Table-Vil. The 
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mathematical formulae are evolved in Appendix ‘F’. 


The following example elucidates the use of these tables. 
Example— 


An investor who has an income of Rs. 75,000 is con- 
templating to invest Rs. 5,000 in one of the following plans: 
a) Fixed Deposit with a Private Ltd. Co. @ 18% p.a. taxable. 


2 National Savings Certificates—Il issue @ 712% p.a. tax- 
ree. 


He is absolutely confident about the stability of the ccom- 
pany and feels assured that it is safe to buy FD from the 
company. He desires to know which plan to opt for. 


Method 1: 
Referring to Table-VI, we find that 18% taxable interest is 
effectively 7.08% after tax, at the investor's level of in- 
come. Since this is lower than the tax-free interest of 
NSC, FD is not the better proposition. 


Method 2: 
Referring to Table-VIl, we find that 72% tax-free interest 
has a break-even value of 18.99% before tax, at the in- 
vestor’s level of income. Since this is higher than the tax- 
able interest rate of FD, NSC is the better proposition. 


It is necessary for every investor to have at least some broad 
ideas of the acts concerned. The following is an attempt in 
that direction. It should be clearly understood that it is im- 
possible to cover all the aspects of even some of the impor- 
tant sections. | have chosen for discussions only those 
features which are of general interest to ‘Individual Indian 
Residents’. Exceptional conditions applicable to govern- 
ment employees, military personnel, handicapped or disabl- 
ed persons, non-residents or not ordinarily residents, etc. 
etc. are not covered. 


Section 10 


To the extent provided in the relevant rules, income arising 
out of inter-alia the following shall not be included in com- 
puting the total income. 


1. Agricultural income. Where an assessee has income 
other than agricultural income, the agricultural income will 
be aggregated only for rate. Where the net agricultural in- 
come does not exceed Rs. 600, it shall be ignored for this 
purpose. 
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2. Receipts which are of a casual and non-recurring nature, 
not being winnings from lotteries, to the extent of Rs.1,000. 


3. Under specified conditions and schemes, payments 
received by employees at the time of retirement or retrench- 
ment from the following are exempt upto stipulated limits: 


(a) Gratuity received by an employee or his beneficiary, 

(b) Commutation of pensions received by an employee, 

(c) Retrenchment compensation received by a workman, 

(d) Benefits under Approved Superannuation Fund, 

(e) Accumulated balance due and becoming payable to an 
employee in a Recognised Provident Fund, 

(f) Cash equivalent of leave salary without any limit to a 
Government employee and subject to a ceiling of 6 mon- 
ths’ salary or Rs. 30,000, whichever is less, in case of 
other employees. 


4. Rent allowance specifically granted by the employer in 
respect of residential accommodation. 


5. Special allowance or benefit (not being entertainment 
allowance or other salary perquisites) specifically granted to 
meet expenses incurred in performance of duties to the ex- 
tent to which such expenses are actually incurred. 


6. Amount of Leave Travel Assistance from an employer 
subject to maximum amount required by an employee and 
his family (spouse, children and dependent brothers, sisters 
and parents) for proceeding to their home district in India 
(once ina block of 4 years, anywhere in India). 


7. Scholarships granted to meet the cost of education. 

8. Interest on the newly issued Capital Investment Bonds 
carrying an interest of 7% for a term of 10 years. 

9. Interest on Special Bearer Bonds, 1991. 


10. Earnings to the extent permissible, from deposits under 
former Small Savings Schemes: (a) 5-year Fixed Deposits in 
State Bank or Post Office (b) 5-year Cash Certificates 
(c) 12/7/5-year National Savings Certificates (d) 10-year Na- 
tional Plan Certificates (e) 12-year National Defence Cer- 
tificates (f) 10-year Defence Deposit Certificates (g) 10-year 
Treasury Savings Deposit Certificates (h) 15-year Annuity 


Certificates (2nd Series). 
11. Earnings’ from the following Current Small Savings 


Schemes. 
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Savings Scheme Yield Mode of Maximum Limit—Rs. 

% Payment Single A/c Joint A/c 
1. POSB 5% Annually —-25,000 50,000 
2. 7 yr NSC-II 7 ¥2* Maturity 75,000 1,50,000 
3. 10yr CTD 7% * Maturity 12,000 p.a 24,000 p.a. 
4. 15yr PPF 8Y2 Maturity 30,000 p.a = 


“Includes terminal bonuses on accounts opened after 1-5-81. 


DEDUCTIONS FROM GROSS TOTAL INCOME 


Sections 80C to 80VV specify the various items of income 
which are eligible for deduction from gross total income i.e. 
total income computed in accordance with provisions of 
ITA, before making any deduction under Section 80C to 
80VV. The aggregate amount of deductions should not, in 
any case, exceed the gross total income of the assessee. 


Section 80C: 


Any amount paid out of income chargeable to Income-tax to 
the following qualify for deductions from taxable income: 


Savings Scheme Maximum Limit 
1. Life Insurance Premiums 10% of capital sum assured 
2. Recognised Provident Fund 20% of salary or Rs. 10,000 
whichever is lower 
3. Family Pension Scheme within prescribed limits 
4. Approved Superannuation Fund within prescribed limits 
5. 10-yr Cumulative Time Deposit Rs. 12,000 p.a. 
6. 15-yr Public Provident Fund Rs. 30,000 p.a. 
7. 10/15-yr Unit Linked Insurance Plan Rs. 2,400 p.a. 


The aggregate amount in all these schemes qualifying for 

deduction is subject to a ceiling of Rs.40,000 or 30% of 

gross total income, whichever is lower. In case of an in- 

dividual being an author, playwright, artist, Musician, actor, 

sportsman or athlete, limits for the qualifying amount shall . 
be Rs.60,000 or 40% of income from such profession. 


Amount of deduction allowed is as follows: 


100% of the first Rs.6,000, 
50% of the next Rs.6,000, . 
40% of the balance qualifying amount. 


Section 80CC — New Equity Issues: 


, -tax to new 
Subscriptions from income chargeable to Income , 
issues of equity shares forming part of an ‘eligible issue of 
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capital’ (i.e. companies not engaged in low priority activities 
as specified in Schedule XI) are eligible for a deduction of 
50% upto a maximum subscription of Rs. 20,000. These 
shares are required to be held for a minimum period of 5 
years, failing which, the deductions allowed under this sec- 
tion shall be deemed to be the income of the year in which 
the shares are sold or transferred. 


Section 80G — Donations: 


A tax payer is entitled to a deduction of an amount equal to 
50% of donations made (i) to certain approved funds and 
charitable institutions or (ii) for the repair or renovation of 
approved places of historic, archaeological or artistic impor- 
tance or (iii) for repair or renovations of any temple, mos- 


que, gurudwara, church, etc. 


The aggregate amount of donations in a year should not be 
less than Rs. 250 nor should it exceed 10% of the net in- 
come (gross income as reduced by permissible deductions), 
or Rs. 5 lakhs, whichever is lower. 


100% deduction is available on donations for promoting 
family planning whereas the maximum limit is not ap- 
plicable to contributions to (i) National Defence Fund 
(ii) Prime Minister's National or Drought Relief Funds 
(iii) Jawaharlal Nehru Memorial Fund and (iv) National 


Children’s Fund. 


From 1st April 1979, under Section 80GGA, 100% deduction 
is granted to donations given to approved institutions, 
engaged in (i) scientific research (ii) training for implemen- 
ting rural development programmes (iii) Carrying out rural 
development programmes and (iv) programmes of conser- 
vation of natural resources. This deduction is not available 
to assessees having income under the head — ‘Profits or 
gains from business or profession.’ Corresponding Sections 
applicable to them are 35, 35CC and 35CCA. 


Section 80JJ — Live-stock Breeding: 


In respect of profits from a business of live-stock breeding, 
or poultry or dairy farming the permissible deduction is 
whole of such profits where the profits do not exceed 
Rs. 15,000. Where the profits exceed Rs. 15,000, the deduc- 
tion allowed is 20% of such profits or Rs. 15,000, whichever 
is higher, subject to a ceiling of Rs. 15,000 only in so far as 
the profits of poultry farming is concerned. From 1st April 
1979, under a new section 80 JJA a similar benefit is 
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available to the business of growing mushrooms, but the 


deduction allowed is one-third of the profits or Rs. 10,000 
whichever is less. 


Section 80K — New Industrial Undertakings: 


Certain tax holiday concessions are available to any in- 
dustrial undertaking (including a cold storage plant) newly 
set up in India. These concessions are also available to any 
Indian company doing business from running an approved 
hotel or plying a ship. The existing holiday applies under 
Section 80J to those which, started functioning before 31st 
March 1980 and in a modified form under Section 80! to 
those which have been set up after this date. 


Where the gross total income includes any income by way 
of dividends and part or whole of such dividends is at- 
tributed to profits u/s 80J from undertakings enjoying a tax 
holiday, the amount (so certified by the company on divi- 
dend counterfoil) is deductible from the dividend income. 


Section 80L — Interest & Dividend: 


Deductions upto a maximum of Rs. 4,000 are allowed from 
the taxable income with respect to earnings from the follow- 
ing: 

1. Government Securities 


2. Shares of — 
i. Indian Companies 
ii. Co-operative Societies 


3. Deposits with — 
i. Scheduled Banks 

ii. Co-operative Societies 
iii. Approved financial corporations or Public Companies 
to provide long term finance for industrial or agricultural 
development or for construction or purchase of residen- 
tial houses 
iv. Compulsory Deposit Scheme. 


4. Small Savings Schemes discontinued in 1981 
i. National Development Bonds 
ii. National Savings Certificates — IV & V issue 
iii. National Savings Annuity Certificates 


5. Current Small Savings Schemes: 
i. National Savings Certificates — VI & VIl issue 


ii. Post Office Time Deposits 
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iii. Post Office Recurring Deposits 
iv. Social Security Certificates 


6. Debentures of Co-operative Societies 


7. Units of Unit Trust of India, under Section 32 of Unit Trust 
of India Act, 1975. Income from Units of UTI is subject to 
an additional deduction of Rs.3,000 from the financial 


year 1982-83. 
8. Rural Development Bonds. 


There is one more piece of good news — perhaps, the best 
one for Income-tax payers. On 22nd April 1981, Mr. Pranab 
Mukherjee, the Union Finance Minister announced that in- 
come upto Rs. 2,000 from investment in deposits in com- 
mercial banks of one year maturity or more, and the govern- 
ment securities will be exempted from Income-tax. This con- 
cession will be available in addition to those already an- 


nounced in the budget. 


| do not have any details or clarification but | may venture to 
observe that this exclusive provision may encompass the in- 
terest on the new NSCs. It may also be covering interest on 
CDS deposits in which case, it is real good news for Income- 


tax payers. 


The total effect of these new provisions inclusive of those 
announced in the budget is that the ceiling on tax-free in- 
terest is now raised from Rs. 5,000 (Rs. 3,000 for Shares, 
Banks, NSCs, etc and Rs. 2,000 exclusive for Units) to 
Rs. 9,000 (Rs. 4,000 for Shares, Banks, NSCs, etc., and Rs. 
3,000 exclusive for Units and further Rs. 2,000 exclusive for 
Bank FDs over 1 year, NSCs, etc.) 


Section 80QQA — Publication: 


25% of royalties or copyright fees is a permissible deduc- 
tion to authors of some specified books written in Indian 
language. This concession will be available for the assess- 
ment year 1980-81 and four subsequent years. Under a dif- 
ferent Section 80QQ, 20% deduction on income from the 
business of publication of books is now available upto the 
assessment year 1985-86. 


Section 80T — Capital Gains: 


On long term capital gains, i.e., gains on the capital assets 
held by the assessee for more than 36 months immediately 
preceding the date of transfer, the deduction admissible for 
the purpose of computing taxable income is as follows: 
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The initial deduction of Rs. 5,000 will be given first on 
gains relating to buildings, lands or any rights there- 
in and if the amount of such Capital gains is less than 
Rs. 9,000 the balance will be adjusted against gains 
relating to gold, bullion or jewellery and the balance, if 
any, against gains on any other capital assets. 
Thereafter, additional deductions will be as follows: 


Period of holding Rate of Deduction in respect of 


of the asset buildings, lands or Any other 
any rights therein capital asset 

Years % % 
3— § 25 40 
5 — 10 28 45 
10 — 15 33 50 
15 — 20 37 55 
Over 20 40 60 


Where the long-term gains relate to gold, bullion or 
jewellery, the maximum deduction admissible will be 
restricted to Rs. 50,000 


For ascertaining capital gains on assets which had become 
the property of the assessee before 1st January 1964, the op- 
tion of substituting the fair market value as on 1st January 
1964 in place of the original cost is available to the 
assessee. It is not necessary that he should be consistent in 
his choice. In other words, if he has sold two old assets and 
if it is beneficial to him to choose the 1st January, 1964 
valuation in one case and the actual cost in the another, he 
is free to do so. Moreover, this cost can be increased by any 
expenditure of a capital nature, actually incurred, of addi- 
tions or alterations made after the chosen date. 


Incidentally, this date 1st January 1964 has relevance only 
for capital gains and has no significance whatsoever in 
assessing wealth for Wealth-tax or estate for Estate-duty. 


Section 80TT—Lottery: 


The amount of deduction permissible in case of winnings 
from lottery is (i) Rs.5,000 to be deducted from such winn- 
ings and (ii) from the balance so arrived at, further deduc- 


tion of 50%. 
Section 80U—Physically Handicapped Person: 


totally 
An assessee who, at the end of the previous year, was 

blind or was subject to or suffered from a permanent 
physical disability which had the effect of reducing substan. 
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tially his capacity to engage in a gainful employment or oc- 
Cupation is entitled to an ad-hoc deduction of Rs. 10,000, ir- 
respective of the actual expenditure on the treatment of the 
disability or of the duration of the disability. 


Sec 80D provides for deduction in respect of physically han- 
dicapped relatives who are dependent on the assessee for 
support and maintenance. Deduction for expenditure on 
medical treatment (inclusive of nursing) is permissible sub- 
ject to a limit of Rs. 2.400 if the dependent was hospitalised 
for a minimum period of 182 days during the previous year 
and Rs. 600 in other cases. Where the assessee has two or 
more handicapped dependents, deduction will be allowed 
for expenditure only on one as chosen by the assessee. In 
case the handicapped relative has an income, the deduc- 
tion, as specified above, will be correspondingly reduced. 


Section 80V — Loan to Pay Income-tax: 


Interest on money borrowed specifically and exclusively for 
payment of Income-tax is fully deductible. It appears that 
this deduction is available only in respect of Income-tax and 
not for Wealth-tax, Gift-tax, Estate-duty or Compulsory 


Deposit etc. 
Analysis of Section 80C: 


Before we wind up our discussion on this subject, | would 
like to assess the strength and the weakness of Sec. 80C. 


First, the strength: 


Let us take the instance of an investor in the income bracket 
of Rs. 30,000 to 50,000 who has saved Rs. 1,000 for invest- 
ment in a scheme covered by Section 80C. Let us also 
assume that he has no other investment under such 
schemes so that he saves a tax of Rs. 440 (44% of Rs. 1000). 
Now, he finds that he is in a position to invest in the scheme 
this additional amount of Rs. 440 he has got from his 
decreased tax liability. This additional investment of Rs. 440 
further reduces his tax liability by Rs. 193.60 (44% of 
Rs. 440) which he can further invest. This additional invest- 
ment of Rs. 193.60 further more reduces his tax liability by 
Rs. 85.18 which he can again invest. This additional invest- 


ment of Rs. 85.18 etc. etc. etc. ad infinitum. 


Finally, he finds that he can, by virtue of his tax savings, in- 
vest as much as Rs. 1,785.71!! 
Or, to put it in another way, if an investor (in the income 
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bracket Rs. 30,000 to 50,000) has Rs. 1,000 to save, he can, by 
taking advantage of the tax deduction of 44% (in the income 
bracket), actually save Rs. 1,785.71 where Rs. 785.71 is the 
tax benefit that he gets. This is because the tax benefit is 
44% of Rs. 1,785.71 which works out to be Rs. 785.71. 


Now, the weakness: 


All these schemes not only give low yields but also lock up 
your contributions for a certain number of years. Until then, 
you cannot invest this amount elsewhere and earn higher in- 
terest. On every contribution of yours, you save tax only 
once but lose interest each and every year throughout the 
term of the plan. Schemes which release your funds early 
are therefore more attractive. This is the reason why for 
some investors 10-year CTD yielding 71%4% is more attrac- 
tive than 15-year PPF yielding 812%. 


This is also the reason why some individuals used to buy a 
10-year Pure Endowment Policy (this does not cover life) of 
LIC, pay the first premium on 31st of March getting benefit 
under Section 80C for the 1st financial year, pay the second 
premium on 1st April, getting benefit for the next financial 
year, and surrender the policy on 2nd April—all this within a 
span of 3 days. The surrender value being 90% of the con- 
tributions, these individuals lost only 10% on their contribu- 
tions but saved much more tax. This loop-hole is now effec- 
tively plugged. First, the policy can be surrendered only 
after 3 years. Secondly, the surrender value is 90% of the 
contribution excluding the first contribution. In other words, 
if you have contributed Rs. 1,000 per year for 3 years, the sur- 
render value is Rs. 1,800 only. 


The 1982-83 budget has further stipulated that where a tax 
payer discontinues a LIC policy before premia for 2 years 
have been paid, no deduction will be allowed in respect of 
the premia paid under the policy and if such deduction has 
been allowed, the same shall be withdrawn. 


just i to draw your atten- 
At this stage, just in passing, | would like Our é 

tion to the tollowlhig rule covering premature termination of 
‘Unit-Linked Insurance Plan of UTI’ which will be discussed 

subsequently. Sapa 
icipation in the Plan 

member can terminate his part 

ait at least one month's notice of withdrawal. The Trust 
can recover a minimum amount of Rs. 50 . a: 
ministrative charges while settling his account. a 
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member withdraws before paying his contributions fora 
period of 5 years, an amount equal to the aggregate of 
deductions allowed in the past years is liable to be in- 
cluded in the total income of the previous year in which 
he withdraws from the Plan, for Income-tax purpose by 


the Income-tax authorities. 
It would be interesting to find out what happens when you 
terminate the plan after 5 years. 


The table on the following page enables you to compute the 
income-tax payable on any taxable income. It also includes 
the rates applicable to a Hindu Undivided Family which we 


shall discuss later. 


Let us take the instance of an individual assessee with a tax- 
able income of Rs. 26,000. He would be required to pay a tax 
of Rs. 3,300 (on the 1st Rs. 25,000) plus Rs. 374 (37.4% of the 
amount by which the total income exceeds Rs. 25,000). The 
total Income-tax, inclusive of 10% surcharge is therefore 


Rs.3,674. 


The tax rate given in the tables is the marginal rate and not 
the average rate. For instance, in the case of the above ex- 
ample the marginal rate is 37.4% whereas the average tax 
rate works out to (3674/26000) x 100 = 14.13% 


Advance Tax: 


Under chapter XVIIC of ITA, Income-tax is payable in ad- 
vance voluntarily or on demand made by ITO during every 
financial year in 3 equal instalments on or before the dates 
specified in Sec. 211. If an assessee’s income to the extent 
of at least 75% is derived from sources for which the year 
ends on or before 31st December the advance tax in- 
stalments should be paid on or before 15th June, 15th 
September, and 15th December, whereas in any other case, 
the dates are 15th September, 15th December and 15th 
March. It is evident that salaried employees having no other in- 
come are not required to pay advance tax since tax is 
deducted at source, in any case. The advance tax is com- 
puted on ‘current income’ which does not include income 
from Capital gains as well as winnings from lotteries, 
crossword puzzles, races, games, gambling and betting. Net 
agricultural income should be taken into account for rate 
purpose. Similarly all admissible reliefs and rebates should 
be considered. The tax computed on the basis of this cur- 
rent income is to be reduced by the amount of tax deducti- 
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ble at source and the balance will be the advance tax 
payable in 3 equal instalments. 


CDS: 


Under the Compulsory Deposit Scheme 
Act, 1974, an assessee is required to make deposits under 
this scheme upto the end of assessment year 1983-84. Per- 
sons over 70 years of age (on 1st day of their financial year) 
are exempt from making the deposit. Where the assessee is 
required to pay any advance tax, the deposit is required to 
be made on or before the due date for the last instalment of 
advance tax. The ‘current income’ as computed for advance 
tax is also the income with reference to which the deposit is 
to be made. An assessee who is not required to pay any ad- 
vance tax, can pay the deposit on or before the end of his 
relevant finance year. The rate at which CDS is to be paid is 


given in the following table. 
Rates of C.D.S. 


(Income-tax Payers) 


Current Income Deposit at For excess over 
Slab Minimum level minimum level 
Upto 25 nil 4.5 
2 — 35 1,125 11.0 
35 — 50 2,225 12.5 
50 — 70 4,100 15.0 
Over 70 7,100 18.0 


Notes: 1. No CDS is payable where the ‘current income’ is less than 
Rs. 15,094. 

2. Where income exceeds R 

entire income but the CDS payable sh 

amount by which the income exceeds Rs. 15,000. 


s. 15,094, the rate will be applied on the 
all in no case exceed an 


Interest on CDS: 


The amount becomes repayable in 5 equal annual in- 
stalments commencing from the expiry of 2 years from the 
end of the year in which the deposit is made. Simple interest 
(covered by Sec 80 L) at a rate equal to maximum bank rate 
(equal to 10% at present) is paid to the depositor alongwith 
the annual instalments. Interest is calculated from the ist 
day of the month, immediately following the month in which 
the deposit is credited to the account. 


Instalments which become due for payment but are not 


Scanned by CamScanner 


INCOME-TAX 51 


withdrawn by the account holder, earn interest as provided 
by the Finance Bill, 1980. The interest rate is simple and not 


compound. In other words, the interest which has become 
due for payment does not earn any interest. 


Non-payment or a short payment of either the advance tax or 
CDS before the respective due dates invites penalty. This is 
rather a heavy obligation. You will subject yourself to un- 
necessary tensions, unless you plan your affairs well in ad- 
vance by taking measures such as opening a 1-year recurr- 
ing deposit in bank. Alternatively, you may take advantage of 
the recent privilege of retaining the amount which has 
become due for repayment to you, in the CDS account until 
the due date for your next instalment. 


The deposit amount balance to your credit is exempt from 
Wealth-tax within the overall limit of Rs. 1.65 lakhs, ap- 
plicable in relation to specified financial assets. This 
amount is also not liable to attachment under any decree or 
order of any court. 
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With a view to removing inequalities of wealth between dif.- 
ferent persons and to achieve the objective of socialistic 
pattern of society in the country, the Central Government 
enacted a direct tax measure in the form of Wealth-tax Act, 
1957. It was made operative from 1st April 1957. Every in- 
dividual and Hindu Undivided Family whose net wealth ex- 
ceeds Rs. 11% lakhs is bound to furnish voluntarily a return 
in the prescribed form before 30th June of the correspon- 
ding assessment year. The Wealth-tax is a tax on the 
benefits derived from property ownership. In other words, it 
is a tax on capital. The tax is to be paid year after year on the 
same property, whether such property yields income or not, 
as long as it has a market value. The Wealth-tax is sup- 
plementary to Estate-duty, Gift-tax and Income-tax. 

Wealth is defined by Adam Smith as “consisting of all 


material products which are necessary, useful and 
agreeable to man and are not furnished by nature in 
unlimited abundance.” 

Viewed as a stock or fund, wealth is, as defined by another 
eminent scholar, ‘an aggregate of scarce and valuable ob- 
jects. Some of these valuable objects are given by nature. 
Others are the products of man’s industry and thrift, but all 
of them, irrespective of their origins or their cost, are valued 
prospectively.” 

For the purpose of Wealth-tax, wealth comprises property of 
every description movable or immovable, wherever situated, 


except the following assets: 


1. Animals; 


2. Aright to any annuity (not being an annuity purchased by 
the assessee or purchased by any person in pursuance of 
a contract with the assessee) where any portion cannot 
be commuted into a lumpsum grant; and 


3. Interest in property for a period not exceeding six years. 
Now, the Wealth-tax is payable by every individual and every 
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Hindu Undivided Family on the amount of net wealth if the 
amount of net wealth exceeds Rs. 11% lakhs. 


In the case of an assessee resident in India, the amount of 
wealth is to be computed as under. 


Value of all the assets of the assessee wherever located 


on the last day of the accounting year to which the 
assessment relates. 


Add: 

(a) value of the assets transferred directly or indirectly 
without adequate consideration to: 
i) spouse, when there is no agreement to live apart, 

ii) minor child not being a married daugNter, 

iii) son’s wife or son’s minor child, 

iv) a person or association of persons for the benefit of 
the assessee’s spouse or minor child (not being a 
married daughter), 

v) a person or association of persons otherwise than 
under an irrevocable transfer. 

(b) value of the share or interest in a partnership firm or 
association. 


Less: 

(a) value of three types of assets (animals, right to annuity 
and interest in property) not included in the wealth as ex- 
plained above, 

(b) debts owed by the assessee excluding those debts 
which are secured against the assets which are exempt 
from Wealth-tax, 

(c) value of some types of exempted assets (as explained- 
hereinafter). 


All assets are to be valued at their current market value. In 
case of a residential house belonging to the assessee and 
exclusively used by him for residential purposes, the 
assessee has the option to value such a house for Wealth- 
tax at the market value as on 31-3-71 or the actual cost, if 


purchased after 31-3-71. 


Exemptions — Section 5(1): 

1. Agriculture land inclusive of growing crops, trees, grass 
thereon. 

2.A house or part of a house, subject to a ceiling of Rs. 1 
lakh, whether the house is self-occupied or let out. 
Where a property is jointly held in co-ownership, each of 
the co-owners will be entitled to claim exemption sub- 
ject to the ceiling of Rs. 1 lakh. 
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Farm house used as a store-house or for keeping 
livestock. 

Rights under any patent or copyright held in one’s own 
right as an inventor or author which have not been 
assigned to or acquired by way of inheritance or other- 
wise. 

Right to receive pension or life annuity in respect of 
past services under an employer. 

Right or interest of the assessee in any policy of in- 
surance before the moneys covered by the policies 
become due and payable to the assessee. This applies 
to policies of which the premium paying period is 10 or 
more years. For a policy of lesser term, say 7 years, 


7/10th only will be exempt. 


_ Furniture, household utensils, wearing apparel, provi- 


sions and other articles intended for personal or 
household use of the assessee but not including 


jewellery. 


_ Conveyance subject to the ceiling of Rs. 75,000. 
_ Tools for (i) agriculture and (ii) scientific research. 


Other tools necessary to Carry On the profession of the 
assessee subject to a ceiling of Rs. 50,000; 
Professional fees due to a legal practitioner within the 
meaning of the Advocates Act, 1961. 

Works of art, archaeological, scientific or art collec- 
tions, books or manuscripts, drawings, heirlooms, etc. 
not intended for sale. 

Gallantry or merit awards received from the Govern- 
ment. 

Building which is used solely as residence of his 
employees drawing annual salary of less than Rs. 10,000 
in any plantation or industrial undertaking owned by the 
assessee. 

Deposits with a co-operative housing society by a 
member of the society. 

New equity shares in industries in 9th Schedule of ITA 
for five successive years from the date of issue. 
Interest of the assessee in coparcenary property of HUF 
of which he is a member unless he himself has con- 
verted his personal property into that of a HUF. 
Accumulated balance in RPF, PPF, and CTD to the ex- 
tent possible, subject to limits on annual contributions. 
Units (exclusive, besides the general exemption) sub- 
ject to ceiling of Rs. 35,000. 

New Capital Investment Bonds without any limit. 
Special Bearer Bonds, 1991. 
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Exemptions — Section 5(1A) 


ae eee assets are exempt to the extent of value of 
S. 1.65 lakhs in the aggregate, and to the extent of max- 


sly amount permitted to be invested in each individual 


1. Assets (other than land and 
dustrial undertaking. 


2. Deposits in former Small Savings Schemes— 
(a) 10-year Treasury Savings Deposit Certificates; 
(b) 15-year Annuity Certificates: 
(c) 5-year Cash Certificates: 
(d) 10/12-year National Plan Certificates; 
(e) 10-year Defence Deposit Certificates: 
(f) 12-year National Defence Certificates; 
(g) 5/7/12-year National Savings Certificates; 
(h) 5-year National Development Bonds; 
(i) 12-year National Annuity Savings Certificates. 


3. Deposits in current Small Savings Schemes— 
(a) Post Office Savings Bank Accounts (Rs. 25,000); 


building) forming part of in- 


(b) 7-year National Savings Certificates — Il issue 
(Rs. 75,000); 

(c) 6-year National Savings Certificates — VI & VII 
issue; 


(d) 5-year Recurring Deposits; 
(e) 1/2/3/5-year Time Deposits. 


4. Share of Indian Companies. 


5. Deposits in (a) Government Securities; (b) Approved 
Financial Corporation or Public Company to provide 
long-term finance; (c) Banking Companies; (d) Com- 
pulsory Deposit Scheme. 


6. Shares, Debentures, etc. with Co-operative Societies. 
7. Units of Unit Trust of India. 
8. Rural Development Bonds. 


These assets (except Units, under Sec. 32-1-ba of UTI Act) 
are required to be owned by the assessee for a minimum 
period of 6 months. In case of new shares, this stipulation Is 
not applicable if they are held from the date of issue. This 
stipulation is further not applicable to assets acquired 
within one month with proceeds of exempt assets. 


Deemed Wealth — Section 4: 
The following assets, though held by others, are deemed to 
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belong to the individual and the value of such assets is to be 
included in the net wealth of the assessee in the following 


circumstances. 


(a) Assets (less debts thereon) transferred directly or in- 
directly by an assessee without adequate consideration 
to (i) spouse, (ii) minor child other than married 
daughter, (iii) son's wife, (iv) son’s minor child, (v) a per- 
son or association of persons for the benefit of the 
assessee, his or her spouse OF minor child. Child in- 
cludes a stepchild or an adopted child. 


(b) Where a gift is made by a person to another by merely 
book entries, the value of such gifts shall be included in 
the net wealth of the person making the gift unless the 
Wealth-tax Officer is satisfied that there was actual 
delivery of money when the book entry was made. 

(c) Market value of a building or part thereof allotted to the 
assessee by a Co-operative Housing Society, diminished 
by the value of outstanding instalments. 

The following table enables you to compute the Wealth-tax 

payable on any net wealth. For convenience it also includes 

the rates applicable toa Hindu Undivided Family, which we 
shall discuss later. 
Rates of Wealth-tax 


HUF having at least one 
member whose wealth 
exceeds Rs. 11% lakh. 


Individual or HUF having 
none of its members having 
wealth of over Rs. 1% lakh 


Wealth slab Tax minimum Excess Tax minimum Excess 
Lakh Rs. Rs. % Rs. % 
Upto — 2% Nil 0.5 Nil 1.5 
2%2 — 5 1,250 1.0 3,750 2.0 
5 —- 10 3,750 2.0 8,750 3.0 
10 — 15 13,750 3.0 23,750 5.0 
Over 15 28,750 5.0 48,750 5.0 


Notes: 1. No Wealth-tax is payable where the net wealth does not exceed 
Rs. 1% lakh. 

2. However, if the wealth exceeds As. 1¥2 lakh, the rate will be 
applied on the entire amount but the Wealth-tax payable shall in 
no case exceed 5% of the amount by which the net wealth ex- 
ceeds Rs. 112 lakh. 

If you are one of the few unlucky ones—yes, unlucky 
ones—having a net wealth of Rs. 30 lakhs and if your income 
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is Rs. 3 lakhs before taxes, which reasonably works out to 
10% of capital employed, let us find out how much tax you 


have to pay every year. We shall ignore the various tax- 
concessions. 


Income-tax Rs. 1,59,825 
Surcharge Rs. 15,983 
Wealth-tax Rs. 98,810 


Total Rs. 2,74,618 


You are allowed to retain Rs. 25,382 with you. | am sorry, 
even this is not true. you are required to pay CDS of 
Rs. 48,500. Now you know why | said you are unlucky. 


The picture is really not as dismal as all this. As mentioned 
earlier, there are many tax-concessions available. There are 
some assets which are wholly exempt whereas some others 
are partly exempt. On the other hand, some assets held by 
others are deemed to belong to the assessee. 


There is an additional concession which | shall elucidate 
through an example. 


We shall compute the Wealth-tax liability of our ‘unlucky’ 
multi-millionaire. The rate of Wealth-tax applicable in his 
case is Rs, 28,750 plus 5% of the amount by which the net 
wealth exceeds Rs. 15 lakhs. 


This works out to Rs. 28,750 + Rs. 75,000 = Rs. 1,03,750. 
The actual tax as given above is Rs. 98,810 which is less by 
Rs.4,940. The reason for this concession is as follows. 


This tax amount will be paid out of the wealth and after pay- 
ment of this tax, the wealth will reduce by that amount and 
therefore it is unjustifiable to demand tax on this amount. 
The extra tax charged is 5% of Rs. 1,03,750 i.e. Rs. 5,187.50. 
Hence the tax liability should be lowered by Rs, 5,187.50. 
Now this lowered liability will increase the wealth by 
Rs. 5,187.50 on which it is justifiable to demand tax. This is 
5% of Rs, 5,187.50 i.e. Rs. 259.37. This tax will reduce your 
wealth by Rs. 259.37, on which it is unjustifiable to demand 
tax, etc. etc. ad infinitum. 

| wish your ITO employs this method to compute your tax 
liability. Then he will be busy computing for the rest of his 
life. 

Here | cannot resist the temptation of telling you another 


f chess 
Story. Earlier, | had narrated the story about a game oO 
between a clever farmer and a gullible king. Well, this farmer 
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had a pet tortoise and the king had a pet hare. Both the pets 
were like their respective masters. One fine day, the tor. 
toise, which normally moved at half the speed of the hare, 
approached the hare and proposed a race. The tortoise said 
that the hare will never be able to beat it if the hare agreed to 
concede a handicap of just 80 metres. The hare had no 
hesitation whatsoever and accepted the challenge. Accor. 
dingly, the tortoise crawled through a distance of 80 metres 
ahead of the hare and took the position. The race started and 
the hare found that the tortoise was right. What happened 
was this. 


When the hare covered 80 metres, he found that the tortoise 
had gone ahead by 40 metres. When the hare covered these 
40 metres he found that the tortoise had gone ahead by 20 
metres. When the hare covered these 20 metres, the tortoise 
had gone ahead by 10 metres. When the hare.....etc.etc. ad 
infinitum. One would think that the hare eventually gives up. 


However, this particular example is a form of the well-known 
‘Zeno’s Paradox’ which ignores the fact that the addition of 
an infinite series can tend to a finite number. 


While you are wondering about this clever tortoise, let me 
take you back to the Wealth-tax problem. The mathematical 
formula is evolved in Appendix ‘Q’. 
The final tax liability is 103750 = Rs. 98,810 

1.05 
At this stage, | wonder why the same concept is not extend- 
ed to Income-tax. You must be settling your current year’s 


Wealth-tax liability through your current wealth and current 
year's Income-tax liability through your current income. 





ls there any other way? 
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Gift is an excellent channel to transfer the ownership of the 
property from donor to donee, thereby reducing the in- 
cidence of Income-tax, Wealth-tax as well as Estate-duty of 
the donor. Gift-tax Act, 1958 is the youngest member of the 
family of direct tax laws in our country. It received the as- 
sent of the President on May 5, 1958 and was made 
operative retrospectively on gifts made on and after 1st 
April, 1957. Every person who has made taxable gifts during 
the previous year is bound to furnish voluntarily a return in 
the prescribed form before 30th June of the corresponding 
assessment year. Gift-tax is supplementary to Estate-duty, 
Wealth-tax and Income-tax. 


Gift has been defined as the transfer by one person to 
another of any existing movable or immovable property 
made voluntarily and without valuable consideration. This 
also includes cases where transfer of property has been 
made for inadequate or nominal consideration. In such 
cases, the difference between the market value of the pro- 
perties so transferred and the consideration for which it has 
been transferred is to be taken as the value of the gift. In 
order to constitute a gift the following four conditions 
should be satisfied. 


(a) The transfer must be voluntary i.e.there shall be no force 
or coercion. 

(b) The transfer must be of existing property and not of the 
property which may come in existence in future. 

(c) The transfer is without valuable consideration or for in- 
adequate valuable consideration. Natural love and affec- 
tion, promise of marriage or moral or spiritual benefits 
are not considered reducible to money value and are 
therefore not recognised under the Act. 

(d) All the conditions provided by law for the transfer of pro- 
perty should be complied with. 


No document for transfer of property other than agriculture 
land valued at more than Rs. 50,000 can be registered after 
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1st April, 1957 under Section 17 of the Indian Registration 
Act, 1908 unless the Wealth-tax Officer certifies that: 


(a) the transferor has either paid or made satisfactory provi- 
sion for the payment of all existing liabilities under the 
Act, or 

(b) the registration of the document will not prejudicially 
alter the recovery of any existing liability under the Act. 


The following are important provisions under the Act: 
Section 5(1): 
Gift-tax shall not be charged in respect of gifts: 


(a) to any institution or fund established or deemed to be 
established fora 
(i) charitable purpose 
(ii) scientific research 
(iii) rural development programme to which the provi- 
sions of Sec. 80G or 80GGA applies. 


(b) to any relative dependent upon one for support and 
maintenance, on the occasion of marriage of the relative, 
subject to maximum of Rs. 10,000 in value in respect of 
the marriage of each such relative. 


(c) to the donor’s spouse, subject to a maximum of 
Rs. 50,000 in value in the aggregate in one or more 
previous years. Where there are more wives than one, 
spouse means all wives together. 

(d) of policies of insurance or annuities to any person (other 
than spouse) who is dependent upon the assesee for 
support and maintenance, subject to a maximum of 
Rs. 10,000 in value in the aggregate in one or more 
previous years of the benefits in respect of each such 


donee. 


(e) for the education of one’s children, to a reasonable ex- 
tent. 

(f) of Gold Bonds, 1980, not exceeding aggregate weight of 
5 kg. of gold in any previous year. This provision is 
availabie only to a person who has originally subscribed 
to the bond. 

(g) of 10-year 7% capital investment bonds, subject to a 
maximum of Rs. 10 lakhs in the aggregate in one or more 
previous years. This exemption is available only to the 
first holder who has initially subscribed to the bond. 
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Section 5(2): 


Basic Exemption: Gift-tax shall not be charged in respect of 
gifts made during the previous year, subject to a maximum 
of Rs. 5,000. 


Priority 


These are important exemptions. Wealth-tax as well as 
Estate-duty liabilities can be Surely and steadily decreased 
by distributing assets amongst family members and friends 
by inculcating the habit of gifting at least Rs. 5000 every 
year.This amount does not attract any Gift-tax. A wealthy 
assessee must also give a gift of at least Rs. 50,000 to his 
Spouse as early as possible, since this does not attract Gift- 
tax. Whilst giving these gifts the following important priority 
should be given due consideration. 


An assessee should first exhaust the limits of exempted 
gifts under Section 5(1) before using the basic exemption of 
Rs. 5000 every year under Section 5(2). 


One of my friends had been paying, for the last 12 years, in- 
Surance premium of about Rs. 5000 towards a 20-year term 
LIC policy which was assigned to his wife. He has now 
found to his great dismay that he cannot give any gift either 
to her or to anyone else without attracting Gift-tax. The 
premiums of the first 10 years, adding to Rs. 50,000, had ful- 
ly occupied the exemption under Section 5(1) and thereafter 
they have been fully occupying the basic exemption. 


Deemed Income & Wealth: 


Under Section 64 of Income-tax Act and under Section 4 of 
Wealth-tax Act, income and wealth from assets transferred 
directly or indirectly without’ adequate consideration to 
spouse, minor children etc. will be deemed to be the income 
and wealth of the transferor. The clause ‘directly or in- 
directly’ prohibits you from gifting the assets to a friend 
with tacit understanding that he will gift the same to your 
child. 


All this essentially means that even if you pay Gift-tax, you 
cannot save Income-tax or Wealth-tax. Then why should any 
one give a gift? The following are the two main reasons: 


1. Section 33(1) (O) of Estate-duty Act, 1953 gives exemption 
to property gifted by the deceased to spouse, son, 
daughter, brother or sister, beyond 5 years preceding 
death. However, in cases where the deceased makes an 


Scanned by CamScanner 


62 WONDERLAND OF INVESTMENT 


absolute gift to anyone, without reservation of any right 
of whatsoever nature, (right to reside in a gifted property, 
for example), it is also exempt from the rate and duty pro. 
vided the gift is made beyond 2 years from the date of 


death. 


2. Any income arising from accumulated income or from ac. 
cretions to such assets transferred is treated as income 
and wealth of the donee. Thus, interest on interest is in- 
come of the transferee. Similarly, bonus shares received 
by the donee after the original shares were donated to 
him by the donor constitute the wealth of the donee and 
any dividends on them would be income of the donee. 


Let us examine this provision a bit more minutely through 
the following example: 


An investor, by virtue of excellent investment planning, has 
succeeded in pushing his income over 1 lakh of rupees. 
Needless to say, he has already taken full advantage of tax 
benefits available under Section 80C as well as Section 80L. 
He is in a position to further save Rs. 5000 every year and 
desires to gift this amount to his minor son, thereby taking 
advantage of the basic exemption available under Section 
5(2) of Gift-tax Act: 


The investor is considering the following 2 options: 


1. Opening a PPF account in the name of minor son. Since 
the contributions are made by the father who already en- 
joys full benefits under Section 80C, no further deduc- 
tions under the same are possible. The only advantage is 
that no tax is required to be paid either on ‘interest’ or on 
‘interest on interest’. The interest rate is 812% p.a. 


2. Investing in FD with Public Ltd. Company @ 13% Pp.a. 
The interest amount received would be Rs. 650 every 
year, on which the father will have to pay tax of Rs. 429 
(66% of 
Rs. 650). The interest accruing on fresh FDs bought by 
the son from the accumulated interest would be tax-free 
since the son has no other income. 

So essentially, the choice is between (i) 82% tax-free in- 

terest and (ii) 13% interest with a tax of Rs. 429 paid every 

year. 

We shall concentrate only on the gift of Rs. 5,000 given in 

the first year for arriving at a decision. We shall assume that 

the amount of Rs. 5,000 as well as the interest earned by it 
are invested for a period of 15 years. Remember that it is the 
long term view that gives the correct answer. 
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Suppose we opt for the FD, yielding 13% p.a. 
Referring to Table-| & Il, wherever necessary, we find that 
Maturity value of FD = 5000 x 6.2543 = Rs. 31,271.50. 


When FD is opted for, the father is: 


(i) Sacrificing the opportunity to earn 82% interest, on an 
investment of Rs. 5,000. | 
maturity value of which =5000 x 3.3997 = 16,998.50 


(ii) paying a tax of Rs. 429 every year for 15 years. If it were 
not necessary to pay tax, the father could have invested 
this amount @81%2% interest. Note that the value of this 
tax Annuity is A(14,8.5)+1 and not A (15,8.5) especially 
because tax is assumed to be paid on the day interest is 
received. 


The value of the sacrifice made in this regard by the 
father is 429x[ A (14,8.5)+1] =429 x 28.2323 
= 12,111,65 
Therefore the total sacrifice = 16,998.50 + 12,111.65 
=RS.29,110.15 


This sacrifice by the father of about Rs. 29,100 earns for 
the son a little over Rs. 31,250. Hence it is advantageous 
to buy FD for the son rather than invest in PPF on his 
behalf. 


Useful Tips: 


Before winding up the discussion on Gift-tax, | would 
like to leave four useful tips for you. 


1. Are you (or your son) intending to get married in the near 
future? It is a good idea to give the fiancee a handsome 
gift before she becomes your bride (or daughter-in-law) 
since in that case, even the 1st stage interest will not be 
taxed in your hands. It is, of course, unnecessary to tell 
her that you are giving a gift to save taxes. Let her be 
under the impression that this is a loving gesture from 
you. 


2 You can use PPF to give a gift to your wife and 
simultaneously enjoy the benefit of tax-rebate under Sec- 
tion 80C. Remember the basic exemption from Gift-tax on 
a gift of Rs. 50,000 under Section 5(1). You may gift Rs. 
30,000 in the 1st year and Rs. 20,000 in the 2nd year and 
thereafter she contributes from her own income Rs. 100 
only, every year, to keep the account alive. She can 
subsequently make withdrawals as per PPF rules and in- 
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vest the money at higher rate of interest instead of lock- 
ing up the sum for 15 years. This interest will however, be 


clubbed in your hands. 


3. To save a large portion of 1st stage tax, you may buy and 
gift shares of those companies which have announced 
bonus (or right) shares but have not yet issued them. The 
dividend earned on the bonus shares will not be taxed in 


your hands. 


4. Interest earned by your son after he becomes major is not 
clubbed in your hands, even though the relevant gift was 
given to him when he was a minor. Proper choice of in- 
vestment avenues which pay interest on cumulative 
basis can help you to avoid the clubbing provision 


altogether. 
RATES OF GIFT-TAX 





Upper Limit of Tax at minimum For excess over 
Gift Slab Level minimum of slab 
in 000 Rs. Rs. % 

upto 20 nil 5 
20— 50 1,000 10° 
50— 100 4,000 15 
100— 200 11,500 20 
200— 500 31,500 25 
500— 1000 1,06,500 30 
1000— 1500 2,56,500 40 
1500— 2000 4,56,500 50 
over 2000 7,06,500 75 
Notes: 


1. To arrive at taxable gift, deduct Rs. 5,000 from the gifted amount as pro- 
vided in Section 5(2). 


2. Section 6A provides that the taxable gift made shall be clubbed together 
with the taxable gifts made within the four preceding years. The tax 
payable is tax on aggregated amount for 5 years as reduced by tax on ag- 
gregated amount for the four preceding years. 


3. Section 18 provides for rebate in payment of advance Gift-tax (within 15 
days of giving gift) to the extent of the lesser of (i) 10% of tax paid or 
(ii) 10% of tax due at scheduled rates. 


4. Section 18A provides for reduction of stamp duty from Gift-tax. The 
deduction allowed is the lesser of the following amounts: (i) Stamp du- 
ty paid (ii) One-half of the Gift-tax payable before making the deduc- 


tions. 
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Nature gives a man power over his earthly goods only while 
he lives but not beyond the term of his life. What power he 
possesses to prolong his will after his death, the right of a 
dead man to dispose of his property, is purely a creation of 
the law and the State has exercised its right to prescribe the 
conditions and limitations under which the power shall be 
exercised with a view to prevent further concentration of 
wealth in the hands of those who are already rich. 


The legal jurisdiction of the Estate-duty had been expressed 
by Professor Ely in a nice manner. He Says that the Stateisa 
silent partner in the day-to-day business of each individual 
since without its aid and protection, it will not be possible 
for the individual to transact any business or amass any 
wealth with safety and security. The partnership between 
the State and the individual is dissolved by the death of the 
working partner and as a result the silent partner is entitled 
to a share of the capital of the business. 


Definition and Application: 


The Estate-duty (Death-duty) is a form of levy upon capital 
and is payable on the principal value of all property, real or 
personal, settled or not settled, which passes or is deemed 
to pass on the death of any person in the States of India, in- 
Cluding Jammu and Kashmir, if the total value exceeds 
Rs.50,000. The property which the deceased was at the time 
of his death competent to dispose of will be deemed to pass 
on his death. The principal value of the property is to be 
determfned in relation to its market value on the date of 
death. 


Estate-duty Act came into force on 15th October 1953. 
Estate is classfied as follows: 


1. Estate not passing on death and hence not taxable: 


(i) Property held as trustee. 
(ii) Gift made in consideration of marriage—ceiling of 
Rs. 10,000 in all. ie 
(iii) Gifts which are part of normal expenditure—ceiling 
of Rs. 10,000 in all. 
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2. Estate totally exempt from duty: 


(i) Household goods—ceiling of Rs. 2,500. 

(ii) Books, drawings, paintings etc. not intended for 
sale. 

(iii) Wearing apparel but not including precious articles 
woven. 

(iv) Residential house ata place with a population ex- 
ceeding 10,000 — ceiling of Rs. 1 lakh, and without 
limit at other places. 

(v) Gifts made 5 years before death to spouse, son, 
daughter, brother or sister (and no other relative), 
even if the deceased has enjoyed or derived any 
benefits from gifted property after it was gifted. 
(Two years in case of absolute gifts to anyone.) 

(vi) Immovable property outside India. 

(vii) Gold Bonds, 1980, only when the bonds first pass on 
the death of the person—ceiling of 50 kg.of gold. 
(viii) Pension from Government or public body. 

(ix) Approved Superannuation Fund—ceiling of 

Rs. 15,000 p.a. 


3. Estate exempt from duty but aggregable for rate. of duty: 


(i) Agriculture land situated at Jammu, Kashmir and 
West Bengal. 

(ii) Gifts made within 2 years of death where the donor 
does not reserve any kind of right or benefit—ceil- 
ing of Rs. 1,500. 

(iii) Gifts made within 6 months to public charity — ceil- 
ing of Rs. 2,500. 

(iv) Insurance policy or moneys deposited with Govern- 
ment for the purpose of paying Estate-duty — ceil- 
ing of Rs. 50,000. 

(v) LIC policies on the life of deceased—ceiling of Rs. 
5,000. 

(vi) LIC policies earmarked for marriage of female 
dependent relatives — ceiling of Rs. 10,000 for each 
relative. 

(vii) Interest of all lineal descendants of the deceased in 
HUF property. 


4. Permissible deductions: 


From Estate: 


(i) expenses for funeral and religious ceremony — ceil- 
ing of Rs. 1,000. 

(ii) debts and outstanding expenses (with certain 
stipulations). 
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(ili) if principal value of the estate does not exceed Rs. 2 
lakhs, rebate shall be allowed to the extent of 25% 
of duty payable in respect of agricultural land in- 
Cluded in the estate. 


From Duty: 


(i) probate duty and other court fee for obtaining a 
7 legal representation. 
(ii) Gift-tax paid in respect of property liable for Estate- 
x duty on the death of the donor. 
(iii) Capital gains tax paid in respect of sale of assets 
(within stipulated time) for paying duty. 


RATES OF ESTATE-DUTY 








Estate slab Tax at minimum For excess over 
Rs. in lakhs level minimum of slab 
Rs. % 
V2 — 1 nil 4 
1 — 2 2,000 10 
2 — 3% 12,000 15 
3Y¥2 — 5§5 34,500 25 
5 — 10 72,000 30 
10 — 15 2,22,000 40 
15 — 20 4,22,000 50 
over 20 6,72,000 85 


Note: 1. The exemption limit of Rs. v2 lakh was fixed as far ago as in 1958. 
The Hon. Finance Minister proposed in his 1979 budget speech to 
raise the limit to Rs. 1 lakh. In 1981 budget speech,the proposal 
was repeated and raised the limit further to Rs. 1¥2 lakhs. Nothing 
is as yet formalised, causing untold hardships due to the sky 
rocketing inflation. 

2. If deaths occur in quick succession, relief in respect of the se- 
cond death will be as follows: 
If the second death occurs within (i) 3 months — 100% (ii) 1 year 
— 50% (iii) 2 years — 40% (iv) 3 years — 30% (v) 4 years — 20% 
(vi) 5 years — 10% 

3. Every person acountable for Estate-duty should deliver to the 
Controller of Estate-duty an account in prescribed form within 6 
months of the death of the deceased. 


There is an important exception to aggregation of all proper- 
ty passing or deemed to be passing for determiniing the rate 
of duty. The property in which the deceased never had an in- 
terest is treated as a separate estate by itself and duty is 
levied at the rate appropriate to that separate estate. For ex- 
ample, policies of insurance effected by a married man on 
his own life under Married Woman's Property Act for the 
sole benefit of his wife and/or children, are separate estates. 
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SALARY PERQUISITES 


Salaried employees find that after reaching a certain level, 
any increment in their salaries has very little effect on their 
take-home salary, as a iarge chunk of the increment is taken 
away by the Government through Income-tax. Employers, 
therefore, resort to offering perquisites. There are enough 
provisions in the Income-tax Act designed to allow what is 
reasonable and discourage what is unreasonable. 


The demarcating line between what is reasonbale and 
unreasonable is a matter of opinion. A good instance is the 
revised guidelines on managerial remumeration imposed by 
Government of India, which leads me to believe that such 
demarcations are not based on natural economic principles 
such as ‘higher reward for higher efficiency’ but on 
populistic gimmicks such as all men should have equal in- 
come’. Such policies are throttling the prosperity and pro- 


gress of our country. 


What is a Perk? 


The monetary value of any benefit or amenity granted free or 
at aconcessional rate by an employer to an employee is add- 
ed to the salary for tax purpose, only if the salary, exclusive 
of perks, exceeds Rs. 18,000. Otherwise the pefks are ex- 
empt, unless the employee happens to be a director of the 
company or a person having substantial interest in the com- 
pany, meaning thereby, a beneficial owner of at least 20% of 


company's equity shares. 
Let us have a look at some of the perks. 


1. House Rent: 


The value of this perk is ‘fair rent’ which is the rent that 
similar accommodation would realise in the same locality, 
or municipal valuation in respect of the accommodation, 


whichever is higher. 
Class ‘A‘ cities are: Bombay, Calcutta, Delhi & Madras.’ 


Class ‘B' Cities are: Agra, Anmedabad, Allahabad, Amritsar, 
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Banaras, Bangalore, Baroda, Bhopal, Calicut, Cochin, Coim- 
batore, Faridabad, Ghaziabad, Gwalior, Hubli-Dharwar, 
Hyderabad, Indore, Jabalpore, Jaipur, Kanpur, Lucknow, 


Ludhiana, Madurai, Nagpur, Patna, Pune, Sholapur, Srinagar, 
Surat, Trivandrum and Visakhapatnam. 


A. Rent Free Unfurnished Residential Quarters—the 
amount exempt from tax will be the less of the follow- 
ing: 

(a) Fair rent less 10% Salary. 
(b) 10% of salary (20% for class ‘A’ cities). 


B. House Rent Allowance (HRA)—the amount exempt 
from tax will be the least of the following: 
(a) Actual rent less 10% of Salary. 
(b) 10% of salary (20% for class ‘A’ & ‘B’ cities). 
(C) H.R.A. 
(d) Ceiling amount Of Rs. 400 per month. 


If the value of (a) in both the above cases is negative (rent 
Rs. 200, salary Rs. 2,500), no exemption will be granted. 


It is clear that it is more advantageous to enjoy rent-free 
quarters than the equivalent HRA except in some specific 
cases of employees residing in ‘B’ class cities. 


C. Quarters provided at concessional rent—the amount 
of rent actually paid by the employee will be deducted 
from the value of the perquisite. 


Employees who are not in receipt of house rent allowance, 
but who pay rent for their residential accommodation in ex- 
cess of 10% of their salary are entitled to claim deduction 
under Section 80GG (which is applicable to any assessee) 
provided the residential accommodation (i) is in Class ‘A’ or 
Class ‘B’ city and (ii) is not owned by assessee or his 
spouse or minor child or HUF of which he is a member. 


Under Section 80GG, the assessee can claim exemption on 
the least of the following: — 


(a) Actual rent less 10% of ‘total income’. 
(b) 15% of his ‘total income’. 
(c) Ceiling amount of Rs. 400 per month. 


: laimin 
‘Total income’ means income arrived at after c g 
deductions under Section 80C, 80L, etc. but before deduc- 
ting any expenditure under Section 80GG. 


2. Furniture: 
The value of this perquisite is 10% p.a. of the original cost of 
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such furniture or if the furniture is hired, the actual hire 
charges payable. 


This implies that if you have been using your employer's 
refrigerator for the last 20 years and if its original cost was 
Rs. 5,000, you will have paid tax on Rs. 10,000 and will con- 
tinue to pay tax on notional income of Rs. 500 each and 
every year as long as you continue using it. There is no way 
out of this situation. The only solace is that your employer 
would be looking after the cost of repairs and maintenance. 


Under Section 32(1) of Income-tax Act, your employer can 
deduct depreciation on fixed assets at prescribed rates from 
his profits. The rate for furniture and fixtures is 10% p.a. 
whereas on air-conditioners and cooling plants, it is 
15% p.a. 


Thus the depreciation allowance on the above refrigerator 
for the first year would be Rs. 750 (15% of Rs. 5,000) and the 
asset will be carried forward in the books of accounts at the 
Written Down Value (WDV) of Rs. 4,250. The depreciation 
charge in the second year will be Rs. 637.50 (15% of 
Rs. 4,250) arid therefore the WDV would be Rs. 3,612.50. Year 
after year, the WDV will keep on decreasing and at a certain 
stage, it may be more advantageous for you to buy the asset 
from your employer than keep on paying tax on the perk, pro- 
vided of course, your employer is willing to sell it to you. 


3. Company Car: 


A standard deduction of 25% of the salary, subject to a ceil- 
ing of Rs. 5,000 under Section 16(i) is allowed in respect of 
expenditure incidental to employment. Where an employee 
is in receipt of a conveyance allowance or is allowed use of 
any motor car, motor cycle, scooter or moped otherwise 
than wholly and exclusively for performance of his duties, 
the standard deduction is limited to Rs. 1,000 only. Persons 
enjoying this perk therefore lose as much as Rs. 4,000 on 
standard deductions permitted. 


Over and above this, under rule 36, the value of the per- 

quisite is to be computed as indicated below: 

(a) If a motor car is provided exclusively for employee's 
private and personal use: 


amount actually expended by the employer in main- 
tenance and running of the car, including normal wear 


and tear. 
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(b) If all expenses for mainten 
reimbursed to the employe 


Rs. 400 per month if h.p. rating of car exceeds 16. 
Rs. 300 per month otherwise. 


ance and running are met or 
e by the employer: 


(c) If expenses for maintenance and r 


unning to the extent of 
private or personal use are met b 


y the employee: 


Rs. 150 per month if h.p. rating of car exceeds 16. 
Rs. 100 per month otherwise. 


(d) If employee owns the car but the expenses for actual 


maintenance and running are met or reimbursed to the 
employee by the employer: 


amount actually expended by the employer, which in the 
opinion of ITO can be attributed to personal use. 


(e) If a motor cycle, a scooter or a moped is provided to the 
employee: 


amount actually expended by the employer, which in the 
opinion of ITO can be attributed to personal use. 


(f) If the employee is in receipt of a conveyance allowance 
from his employer: 


amount which is not actually incurred to meet the ex- 
pense wholly, necessarily and exclusively in perfor- 
mance of office duties. 


The value of perquisites as indicated above is to be increas- 
ed by a sum of Rs. 150 per month where a chauffeur is pro- 
vided to run the motor car. 


Tax-wise, this is a very expensive perk indeed. If you are 
given the privilege of a chauffeur driven Ambassador or 
Premier car, your notional salary goes up by as much as 
Rs. 9,400 per annum — (450 x 12 for chauffeur driven car, 
plus 4,000 as the reduced standard deduction allowed). 


i i ficial at all since 
Getting a conveyance allowance is not bene 
not Aly does the standard deduction go down by Rs. 4,000, 
but a large portion of the allowance is taxed so that what is 
left over is hardly sufficient to travel between office and 
home. 


The dilemma can be effectively bypassed by the employer 
giving an interest-free loan to enable the executive to buy a 
car and further reimburse him for actual travelling expenses 
wholly, necessarily and exclusively incurred in performance 
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of his duties. In this case, the employer will not be able to 
charge depreciation on the car to his expenditure and the 
employee will not be able to use the car exclusively for com. 
muting between office and home. However, as per an expert 
opinion, where transport is provided by the employer for a 
group of employees for the purpose of going from residence 
to office and vice versa, the value of perquisite will be nil. 
The employee concerned in such cases will be entitled to 
the full standard deduction and not the truncated one. 


4. Leave Travel Assistance (LTA): 


Under Section 10(5) (ii), the amount exempt from LTA is 
limited by the actual travel expenses which would have been 
incurred by the assessee, his spouse, his children and 
dependent parents, brothers and sisters in connection with 
his proceeding to his home district in India on leave (or after 
retirement from or termination of service). 


Under Rule 2B. once ina block of 4 calendar years, commen- 
cing from the year 1978, an employee is entitled to exemp- 
tion of the entire amount of LTA even if it exceeds the 
amount receivable for travel to home district. 


5. Servants: 


Where the wages of servants are met by the employer for 
proper upkeep of the house belonging to the employer and 
which is in the occupation of the employee (whose salary 
exceeds Rs. 18,000), the value of the perquisite will be as 
under: 


(i) Sweeper — 75% of actual wages or Rs. 60 whichever is 
less. 
(ii) Watchman — 50% of actual wages or Rs. 60 whichever 
is less. 
(iii) Gardener — nil. 


6. Fully Taxable Perks: 


Any sum paid by the employer in respect of any obligation 
which, but for such payment, would have been payable by 
the employee, such as 


(a) Gas, electricity, water, etc. 

(b) Education fees of the employee's children paid by 
employer. 

(c) Education allowance to meet the cost of education of 
employee's children. 

(d) Club fees or bills. 
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(e) Employee's tax dues paid by an employer. 

(f) Entertainment allowance (Government employees get 
some exemption. Similarly, those enjoying this perk from 
a date prior to 1-4-1955 get some exemption). 

(g) Any other allowance to the extent to which expenditure 
is not actually incurred to meet expenses wholly, 


necessarily and exclusively in the performance of office 
duties. 


7. Fully Exempt Perks: 


(a) Medical facilities. 

(b) Refreshments, subsidised lunch or dinner. 

(c) Recreational facilities. 

(d) Residential telephones. 

(e) Training, refresher or management course etc. 

(f) Goods at concessional rates. 

(g) Any premium to effect an insurance or an annuity on the 
life of the employee other than through a Recognised 
Provident Fund or an Approved Superannuation Fund. 
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RETIREMENT BENEFITS 


On the day of retirement, every employee smarts under a 
sense of injustice. He is told to give way to some half baked 
professional just when he thought that he was achieving a 
doctorate in competency. Be it as it may, it is necessary to 
plan for this eventuality and hence every employee must 
know not only the quantum of the various terminal benefits 
he would be getting, but also their tax implications. The 
employee may have higher quantum of benefits by being for- 
tunate in choosing a good employer but he has no choice 
with respect to taxes. Within certain limits, the terminal 
benefits are exempt. Payment in excess of these limits are 
subject to tax. Let us have a good look at the common ter- 


minal benefits. 
Recognised Provident Fund (RPF): 


Employee's contributions are coverd by Section 80C of ITA, 
provided such contributicns in a year do not exceed 1/5th of 
his annual salary or Rs. 10,000 whichever is less. Employer's 
contribution in excess of 10% of employee's salary is deem- 
ed to be employee’s income. Interest paid at a rate ex- 
ceeding 8% % p.a. is also deemed to be employee's income. 
Similarly, interest in excess of 1/3rd of salary was added to 
employee’s income. This last provision is now omitted by 
the Finance Bill, 1980. 


Payment of accumulated balance in RPF is exempt from tax 
only if the employee renders continuous service with his 
employer (or employers) for 5 years, unless the disconti- 
nuance is due to causes beyond the control of the 
employee. 

These restrictions do not apply to contributions made to any 
PF to which the Provident Fund Act, 1925 applies, such as 
railway provident fund, government funds and also funds 
established by such local authorities and institutions as are 
notified by the government. 


As regards Unrecognised Provident Fund, employer's con- 
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tribution and interest thereon are brought to tax as ‘profits 
in lieu of salary’ in the year when the payment is made. 
Employee’s contribution does not qualify for deduction 
under Section 80C and is taxed as normal income. Receipt 
cf interest on employee's own contribution is taxable under 
Section 56 under the head ‘Income from other Sources’. For 
tax purpose, it is immaterial whether payment from the fund 
is made during or at the termination of employment. 


Gratuity: 


Any death-cum-retirement gratuity received under the pen- 
sion rules (or a similar scheme) by employees of Central or 
State Government, any Local Authority, Defence and Civil 
Services is wholly exempt. Any gratuity received under the 
Payment of Gratuity Act, 1972 by an employee (salary not 
more than Rs. 1,000) is exempt upto a limit of gratuity paid at 
the rate of 15 days (last drawn) salary per year of completed 
service (or part thereof in excess of 6 months) or 20 months’ 
Salary, whichever is less, provided he has put in continuous 
service of 5 years. In case of employees of other statutory 
corporations and employees in the private sector to whom 
the Payment of Gratuity Act is not applicable the exempt 
amount would be the least of the following: 


(i) actual amount of gratuity. 

(ii) Ye month’s average salary, on the basis of the last 3 
calendar years for each year of completed service. 
(Note that part of the year, in excess of 6 months or 
otherwise is to be completely ignored, unlike in case of 
employees covered by Payment of Gratuity Act) 

(iii) 20 months’ average salary. 

(iv) Rs. 30,000. 


Salary includes Dearness Allowance if the terms of employ- 
ment so provide but excludes all other allowances, bonus, © 
commissions and perks. The payment of gratuity, while the 
employee is still in service, does not qualify for any exemp- 
tion. Again, gratuity received from a previous employer by an 
employee will be pooled with gratuity received from the pre- 
sent employer for the purpose of deciding exempt limit as 
specified above. The following example will clarify these 
provisions. 


Example: 


On 1st July, 1981 Mr. Lal resigned from A.B. Textiles Ltd 
after a continuous service of 25 years. He joined C.D. Tex- 
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tiles Ltd whose terms and conditions of employment were 
identical with those of Lal’s former employer. There was no 
substantial change in Mr. Lal's salary nor was there any dif. 
ference in his annual increments and perks. 


Yet Mr. Lal took up the new job! He did another crazy thing. 
He had received Rs. 30,000 as gratuity. He deposited an 
equivalent amount from his taxable income in PPF though 
this amount was far in excess of 30% of his gross income 


for the year. 


Mr. Lal plans to retire after 10 more years, at which time, he 
will receive gratuity from his new employer. This will be fully 
taxable since the gratuity received in 1981 from his first 
employer has exhausted the limits of exemption. 


It is needless to observe that Mr. Lal would have got a much 
higher gratuity if he had served Messrs. A.B. Textiles for the 
full term. This is evident from the following table. 








Completed %2-Month's Gratuity Year of Remarks 
years Avg. Salary received Receipt 
Rs. Rs. 
A.B. Textiles 25 1,200 30,000 1981 Rs.30,000 tax free 
B.C. Textiles 10 1,700 17,000 1991 Rs.17,000 taxable 
Total 47,000 
A.B. Textiles 35 1,700 59,500 1991 /s.30,000 tax free 


Difference: Rs.12,500 taxable 


Now, let me hasten to point out that Mr. Lal’s investment of 
Rs. 30,000 in PPF (8.5% p.a.) will grow to Rs. 67,830 in the 
year 1991, and all this amount is tax-free. 


Mr. Lal is not as crazy as he appeared. He sacrificed Rs. 
12,500 taxable but in the bargain gained Rs. 37,830 tax 
free!!! 

At this stage, | wonder why every employee does not take a 
break in his service as soon as the exempt gratuity reaches 


the figure of Rs. 30,000. It would only be fair if the law 
makers permit partial withdrawals of gratuity, when the 


employee is in service. 
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Superannuation Fund (SAF): 


Annual contribution by an employer to an ‘Approved 
Superannuation Fund’ together with contribution to Provi- 
dent Fund, whether recognised or not, in respect of any par- 
ticular employee shall not exceed 25% of his salary. 


Payments from the fund out of contributions made prior to 
April 1, 1962 and any interest thereon are not liable to tax. 


The trustees of the fund shall enter into a scheme of in- 
surance with LIC. Alternatively, they shall accumulate the 
contributions and interest thereon in respect of each 
member of the fund and purchase an annuity from LIC at the 
time of retirement (or death) of the employee, at or after a 
specified age, or on his becoming incapacitated prior to 
such retirement. At this juncture the employee may be paid 
commuted value of annuity which shall not exceed 1/4th of 
the annuity where the employee receives gratuity and 1/3rd 
of such annuity otherwise. This commuted payment is free 
of tax. 


For grant of SAF, rule no. 89(ii) of ITA provides that annuities 
shall be purchased from LIC only. 


The employee has a vide choice between different an- 
nuities. (For details, refer chapter entitled ‘Investment 
Strategy’.) The amount of annuity received is fully taxable on 
receipt basis. 


The way LIC takes undue advantage of this exclusive 
prerogative can best be explained in the words of Mr. 
Manubhai Shah, executive trustee of ‘The Consumer Educa- 
tion and Research Centre, Ahmedabad’ (CERC). 


A glaring feature of LIC’s present working sphere is the an- 
nuity which is not an integral part (of a life insurance 
business, both conceptually and technically. A man aged 60 
under LIC’s immediate annuity scheme gets an annual pen- 
sion of Rs. 82.35 secured by Rs. 1,000 purchase price. This 
pension is guaranteed for 15 years and thereafter for life. In 
contradiction, take a bank deposit of Rs. 1,000 at the current 
interest rates which can give a ‘pension’ of Rs. 90 (as per the 
then existing rate) per annum perpetually. The LIC offers 
‘pension’ equal to bank deposit interest amount, but il- 
legitimately swallows the principal sum of Rs. 1,000. This 
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amount remains intact and unexhausted if deposited in a 
bank”’. 


The Choksi Committee on direct taxes had recommended 
that the compulsion to purchase annuities from LIC should 
be deleted and the trustees should be free to administer not 
Only the fund but also the payment of pension to the 
beneficiaries. 


Meanwhile, there is an excellent piece of news relayed by 
CERC. The division bench of Gujarat high court has granted 
interim relief permitting the trustees of the Lalbhai Group of 
Companies Officers’ Superannuation Fund to invest the ac- 
Cumulated contributions by way of FD for a year with the 
Aruna Mills Ltd., in a petition filed by Smt. Niruben S. Baxi 
the widow of an employee of the Aruna Mills Ltd.. challeng- 
ing the vires of rule 89(ii) of the Income-tax Rules which 
compels the trustees to purchase an annuity from LIC only. 


Let us pray for a favourable ruling. 
Pension: 


The tax laws concerning SAF are identical in most respects 
with pension except in case of the exemption of commuted 
amount which is exempt to the extent that it does not ex- 
ceed 1/3rd of the pension when the employee receives any 
gratuity and 1/2 of such pensions otherwise. 


Though the pension is taxed under the head ‘salaries’, the 
department, inspite of several favourable tribunal decisions, 
denied the standard deduction under section 16(i) to pen- 
sioners. The department's view was that a pensioner does 
not incur any expenditure incidental to the employment. 
This situation has now been rectified by the Finance Bill, 
1980 which has extended the benefit of the standard deduc- 
tion in the case of pensioners as well. 


Leave Salary: 


Encashment of privilege leave during the tenure of employ- 
ment, when the same is not availed of. is generally taxed as 
salary. There were expert opinions that the encashment of 
privilege leave at the time of retirement is not a revenue 
receipt but a capital receipt because the payment is for the 
relinquishment of the right to enjoy leave while in service. 
Finance Bill, 1982 proposes to formalise this Opinion. 


Cash equivalent of leave salary payable to a Government 
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employee in respect of leave to his credit at the time of his 
retirement on superannuation or otherwise, is free from tax. 


In case of other employees, this exemption is subject to the 
maximum of 6 months Salary on basis of the average salary 
during 10 months preceding the employees’ retirement or 
superannuation or Rs. 30,000 whichever is less. Where an 
employee has encashed leave in one or more previous years 
from one or more employers, the total amount exempt in 
this regard is subject to the ceiling of Rs. 30,000. 


Miscellaneous: 


Besides the above benefits some of the employers give 
retirement benefits in the form of: 


1. LIC Annuity Policy in appreciation of outstanding ser- 
vices rendered where the annuity payments are payable 
to the employee or to his heirs. The payments commence 
after retirement (or prior death) and the amount of annui- 
ty instalment is generally commensurate with the reward 
to be given. 


2. Medical Assistance to the retired employee and his fami- 
ly members (wife and dependent children) during the life 
time of the employee. 


Relief Under Section 89(1): 


Any discussion on terminal benefits would not be complete 
unless a mention of the relief available u/s 89(1) of ITA is 
made. 


The various terminal benefits received by an employee are 
bound to push the income for the year ata substantially 
higher tax slab. Similar situation arises when the salary is 
paid in arrears or in advance. To mitigate the hardship caus- 
ed to the assessee by such situations, ITOs are empowered 
to grant appropriate relief u/s 89(1), on receipt of an applica- 
tion on his behalf from the assessee. 


The actual amount of relief 's normally computed by 
distributing the taxable component of the terminal benefits 
equally over preceding 3 years. The tax payable on ries 
benefit is at the rate of the arithmetic mean of the rates for 
these 3 years. 


Gratuity received for less than 5 years’ service will not be en- 
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titled to any relief u/s 89(1). Gratuity for a service of 5 to 15 
years will be entitled to relief on the same basis as above, 
but the average is computed for only 2 years instead of 3, 
Again where arrears or advance is received and if such 
receipt relates to only two previous years, the average is 
computed over only 2 years. 
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HINDU UNDIVIDED FAMILY 


India is the only country in the world where the unique in- 
stitution of Hindu undivided family exists and interests are 
acquired by persons merely by reason of their birth in a par- 
ticular family. The origin of the joint Hindu family in our 
country dates back to the epic era. The joint Hindu family 
symbolises the practice of father and sons or brothers living 
together and jointly, not only in estate (property), but also in 
food and worship. Though this practice of ‘living together’ 
may be in vogue in other countries also, the Hindu law 
which binds these families is not the same as in the case of 
families in other countries. 


The expression ‘Hindu undivided family’ in the Income-tax 
Act is used with reference to all schools of Hindu Law. The 
fact that a member of a joint family is living apart from the 
other members does not affect his or her position in law. 
Hindu undivided family consists of coparceners i.e., the 
sons, grandsons and great-grandsons of the holder of the 
joint property for the time being, in other words, the three 
generations next to the holder in unbroken male descent. 


There are very valuable tax reliefs and exemptions which are 
available to a Hindu Undivided (Joint) Family (HUF). The 
benefit is derived from the fact that it can be taken as a 
separate unit of assessment in tax-planning. A great advan- 
tage that a HUF has while tax-planning Is that it can hold 
property for the future benefit ofa child who is yet to be born 
or of a person yet to be chosen who will be a future member 
of the HUF through marriage or adoption. 


Normally people earn money for providing for the livelihood 
and economic betterment of the members of their families. 
Minors are the weakest persons in a family and every parent 
wishes to make provision for a bright future for his children. 
He makes arrangements which will not only be beneficial to 
them for the present but also safeguard their interests inthe 
future. This is the most important duty of a minor's parent. 


At outset, let us have a look at the Income-tax benefits of 
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such an arrangement through the following example: 


Example: 


Suppose an individual has an income of Rs. 80,000 which he 
has earned by his own efforts or an income from personal 
savings or personal business, profession, etc. This in- 
dividual is also the head (Karta) of a HUF. The assets of the 
HUF yield an income of Rs. 45,000. 


If the HUF did not exist the total income of this individual 
would be deemed to be Rs. 1,25,000. The income-tax and 
surcharge liability on this is Rs. 60,308 (Refer to the table of 
rates in the chapter on Income-tax). Because of the ex- 
istence of the HUF, which is taxed as a separate entity, the 
tax liability of the individual on Rs. 80,000 is Rs. 31,295 and 
that of the HUF is Rs. 15,554 so that the tax-liability 
becomes Rs. 46,849 against Rs. 60,308. 


This is a clear total gain of about Rs. 13,459 in taxes. 


Over and above this, the individual as well as the HUF are 
entitled to claim deductions under Section 80C, 80L. etc. in 
respect of earnings from their respective investments. This 
as well as other advantages will be discussed in detail later. 


A father has a right to impress his self-acquired property 
with the character of joint family property. On the contrary, a 
member of the family has a right to demand partition at any 


time. 


Until the situation was amended by the Finance Bill, 1980, it 
was possible to create multiple HUFs from a single HUF by 
partial partitions. Such partial partitions are now 
derecognised with retrospective effect from 1-1-1979, for 
Income-tax as well as Wealth-tax purpose. Such families will 
continue to be taxed as a single HUF, unless there has been 
a total partition of the family properties by metes and 


bounds. 
Let us now examine what HUF is. 


Constitution of HUF: 

A HUF consists of all persons lineally descended from a 
common ancestor and includes their wives and unmarried 
daugNters. 


A HUF is assessed for Income-tax and Wealth-tax as a 
distinct entity or unit of assessment. The relation of partner- 
ship arises from acontract while the relation of a HUF arises 
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from status. To remove an 
Partnership Act ex 
family business as 
Act. The income of 
come of a HUF and 


y doubt, Section 5 of the Indian 
Pressly excludes a HUF Carrying ona 
Such from the ambit of the Partnership 
a Joint family is chargeable as the in- 
not as that of a partnership firm. 


Under pure Hindu Law, a HUF is a body consisting of per- 
sons, male or female, who are Sapindas of each other by 
birth, marriage or adoption. The concept of a HUF is, 
therefore, that of a common male ancestor with his lineal 
descendants, natural or adopted, in the male line, 
howsoever remote, including the wives and unmarried 
daughters of the ancestor and of such descendants. A 
daughter belongs to the family of her birth until she is mar- 


ried and thereafter she passes into the family of her hus- 
band. 


According to the Mitakshara, Sapinda means a person con- 
nected by the same Pinda or Particles of the same body. The 
tie of Sapindaship is both a necessary and a sufficient test 
for the membership of HUF. The composition of a HUF 
keeps fluctuating because of births and deaths in the family, 
marriage and adoptions. 


The prerequisite for assessability as a HUF is that the in- 
come and/or the property must be such as can rightly in Hin- 
du Law belong to the Hindu Family. Unity of possession and 
corporate Ownership are the necessary ingredients in this 
respect. 


The assessment can rightly be made for the first time in 
Status of a HUF, 


(a) Upon inheritance by a person on succession of property 
from a male ancestor when the legatee has male issues. 


(b) Upon a Hindu impressing his self-acquired property with 
the character of joint family property, the property 
assumes the character of joint family property. It is not 
necessary that there should exist, prior to such impress- 
ing, some nucleus of ancestral or joint family property. In 
other words, the hotchpotch may be empty before the 
Hindu individual has thrown his self-acquired property 
therein. 


(c) A gift or bequest received by a Hindu male under cir- 
cumstances clearly indicating the intention of the giver 
that the donee or the legatee is to hold the gifted proper- 
ty not as an absolute owner but as a HUF. 
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Advantages: 


(a) Any sum received by an individual as a member of a HUF, 
where such sum has been paid out of the income of the 
family, or in the case of any impartible estate, where such 
sum has been paid out of the estate belonging to the family, 
shall not be included in computing the total income of the 
individual provided he himself has not converted or gifted 
his property into the property of the HUF. 


(b) In the case of a HUF no Wealth-tax is payable where the 
net wealth does not exceed Rs. 1,50,000. However, in the 
case of a HUF which has at least one member whose net 
wealth exceeds Rs. 1,50,000 the rates of Wealth-tax are 
higher than those applicable to an individual. Otherwise the 
Wealth-tax rates for an individual and HUF are the same 
(Refer to table of rates in chapter on Wealth-tax). 


(c) The following deductions are also allowed from the 
gross total income of all HUFs including those having one 
or more members with independent income exceeding the 
exemption limit: 


(i) Deductions in respect of Life Insurance premium etc. 
(Section 80C). 


(ii) Deductions in respect of investment in equity shares of 
new industrial companies. (Sec. 80CC). 


(iii) Donations to specified funds and charitable institu- 
tions and institutions for rural development etc. (Sec- 
tion 80G and 80GGA). 


(iv) Rents paid for residential accommodation in excess of 
10% of the total income. (Section 80GG). 


(v) Profits and gains from newly established industrial 
undertakings or hotel business in backward areas (Sec- 
tion 80HF). 


(vi) Profits and gains from newly established industrial 
undertakings or ships or hotel business in certain 
cases (Section 80J/80 |). 


(vii) Interest on certain securities, dividends, interest on 
bank deposits, Units, etc. upto a maximum of Rs. 9,000 
(Section 80L) out of which Rs. 3,000 is exclusively for 
Units, and Rs. 2,000 is exclusive for Bank FDs of a term 
of over 1 year, NSCs etc. It should, however, be careful- 
ly noted that the exclusive exemption of Rs. 3,000 for 
Units is not available in case of HUF, which has at least 
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1 member whose total income during the previous year 
exceeds the maximum amount not chargeable for tax. 


(viii) Profits and gains from the business of publication of 
books (Section 80GQ & 80QQA). 


Only in the case of a HUF which at any time during the 
previous year had at least one member whose total income 
in the previous year exceeded Rs. 15,000 are the rates of 


Income-tax Slightly higher than those applicable to an in- 
dividual. 


For discouraging excessive use of HUF as a medium for 
reduction of tax liability the Income-tax rates for such HUFs 
have been considerably hiked up by Finance Bill, 1980. The 
rates for HUFs in which none of the members has incomes 


exceeding Rs. 15,000, are the same as those for an in- 
dividual. 


Admissible LIC premium for HUF: 


In the case of HUF, premium payments admissible are as 
follows: 


(a) Premium paid to effect or to keep in force an insurance 
on the life of any member of the family. 


(b) Premium paid in respect of joint life policies on the lives 
of a male member and his wife. 


The Finance Act, 1969, has also extended the tax relief (from 
the assessment year 1970-71 onwards) to premiums paid by 
a HUF, out of its taxable income, on an insurance policy on 
the life of any member of the family. These benefits are not 
available to HUFs for premiums paid in respect of insurance 
on the lives of other relatives. 


In the case of a HUF, premiums paid for deferred annuity 
policies for life, for any member of the family are not aa- 
missible for Income-tax relief in the Income-tax assessment 
of the HUF. : 


i i hargeable to tax 
The total amount paid out of HUF income c . 
admissible for computing the deduction from the total in- 
come in respect of life insurance premiums shall not exceed 
30% of its gross total income or Rs. 40,000 whichever is 
less. 


When a member of HUF is also assessed as an ‘Individual’: 
In view of the distinct and mutually exclusive provisions 
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contained in sub-clauses (a) & (b) of sub-section (2) of Sec- 
tion 80C of the Income-tax Act, 1961, if a person is a member 
of a HUF and is also being assessed as an individual in 
respect of his separate personal income, he is entitled to 
Claim relief as an individual also for the life insurance 
premiums paid out of his personal income. Similarly, he is 
entitled to all the other advantages under the Income-tax Act 
in respect of his separate income. 


Transfer of insurance policy to HUF: 


Sometimes a question arises whether the Karta of the HUF, 
who had taken a policy before the constitution of the HUF, 
can make an absolute assignment in favour of the HUF for 
the purpose of transferring his self-acquired property to the 
joint family. 


An absolute assignment by the policy holder in favour of the 
HUF of which he himself is the Karta, in the eyes of law, is 
defective and invalid because the HUF is a fluctuating body 
of persons, the number of which is decreased by deaths and 
increased by births and no assignment can be made in 
favour of a fluctuating body of persons. 


The Karta can only make an assignment in favour of the pre- 
sent members of the joint family mentioning them by name 
and the survivors or survivor of them. In that case, any future 
members born into the joint family would not share this part 
of the property. 

If the premiums are desired to be paid out of the joint family 
assets, it is suggested that the Karta should write to the 
concerned officer of LIC stating that he is the Karta of the 
joint family and the policy is not a separate property of his 
own and that the premiums are paid out of the moneys 
belonging to the HUF and so the policy belongs to the HUF 
and the moneys under the policy should be paid to the suc- 
ceeding Karta of the HUF on his (assured’s) death. 


Transfer of personal property to HUF: 


Where an individual member of a HUF converts at any time 
his personal property into property belonging to the HUF 
through the act of impressing upon such separate property 
the character of property belonging to the HUF by throwing 
it into the common stock of the family, the entire income 
from such converted property shall be included in the in- 


come of the individual. 
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In the event of a partial or total partition in the family, the in- 
come accruing to the spouse or minor son from the whole or 
any part of the converted property allotted to the spouse or 
minor SON ON such partition will be deemed to accrue to 
them from assets transferred to them indirectly by the in- 


dividual, and will be included in the income of the individual 
under Section 64(1). 


With regard to payment of Gift-tax, it may be mentioned that 


the Gift-tax shall be payable on the converted property 
reduced by the share of such individual. 


It is a well-known principle that the income derived from the 
income of the property gifted is not to be clubbed with the 
income of the donor. This principle holds good in case of 
HUF in respect of converted property. 


Where the income from converted property is included in 
the total income of the individual, such income is to be ex- 
cluded from the total income of the family. Similarly, the en- 
tire converted property shall be deemed to belong to the in- 
dividual and shall be included in his net wealth. 


Interest in HUF for Estate-duty purposes: 


Each coparcener has an interest in the inherited property of 
the family on the death of any such coparcener. Therefore, 
his interest ceases and to that extent Estate-duty becomes 
payable. 


When the property consists of a coparcenary interest in the 
joint family property of a HUF, the interest in the joint family 
property of all the lineal descendants of the deceased 
members would be included for aggregation purpose but 
rebate would be allowed at the average rate of Estate-duty 
calculated on the aggregate estate. The following example 
will make this clear: 


Example 2: 


The share of A’s branch is Rs. 4,00,000 and share of A, A1, 
A2, A3 is Rs. 1,00,000 each. The property which is deemed to 
pass under Section 7 of the Estate-duty Actis only A’s share 
in the property, i.e. Rs. 1,00,000 under Section 34(1) and 
(C). However, the share of A1, A2 and A3, amounting to 
Rs. 3,00,000 is also to be added for the purpose of determin- 
ing the rate of Estate-duty and under Section 34(2) the sum 
of Rs. 3,00,000 will be exempted from duty. 
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The Estate-duty payable will be as under: 


Total value of Estate (A and his lineal descendants) Rs. 4,00,000 
Estate duty on Rs. 4,00,000 at the prescribed rate Rs. 47,000 
Estate duty on Rs. 1 lac (A’s share)% of Rs. 47,000 Rs. 11,750 
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Through HUF we have seen the distinct advantage of split- 
ting up the aggregate income and assets into two or more 
components so as to minimise the incidence of Income-tax, 
Wealth-tax and Estate-duty. Non-Hindus, to whom the 
medium of HUF is not available may gain similar and in a 
few cases greater advantage through Private Trusts. Hindus 
can also derive benefits from these trusts. 


Trusts are of two types: 1. Public, Charitable or Religious 
Trusts and 2. Private Family Trusts. 


We are interested only in Private Family Trusts which in turn 
are of two types: 1. Specific (or absolute or ministerial) 
Trusts wherein the beneficiaries as well as their individual 
shares in the income and assets of the trust are specified 
and 2. Discretionary Trusts wherein the beneficiaries and/or 
their shares are indeterminate or unknown, and discretion is 
given to trustees to decide these matters from time to time. 


Further, both the Specific and Discretionary Trusts may 
each be either 1. Accumulation Trusts wherein the income 
is not distributed every year but is allowed to accumulate for 
a certain period or upto the occurrence of a certain event 
and 2. Non-accumulation Trusts wherein the income is 
distributed every year. It is of course possible to distribute 
Only a part of the income and accumulate the rest. Itis also 
possible to have a trust which is part specific and part 
discretionary. Again, one may create a trust for the benefit 
Cf a grandson not yet born or a daughter-in-law not yet 
selected. One could, before the amendments of 1980, also 
Create multiple trusts for the same beneficiaries (with dif- 
ferent trustees or different share of beneficiaries or different 
year-ends), thereby creating a number of tax entities. A trust 
for movable property can be created without any in. 
struments in writing only provided such ‘Oral Trusts’ define 
without any ambiguity the intent and purpose of the trust 
through some other means. However, any trust of im- 
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movable property can be created only by anon-testamentary 
instrument in writing or a will. 


Having defined the various types of trusts, we may now ex. 
amine the taxability of income and wealth of these trusts. 


Specific Trust 


The income of a specific trust is allocated amongst the 
beneficiaries as per their specific share and added to their 
individual income. Any deductions under Sec. 80L, 80C etc. 
are also available to the beneficiaries as per their share. 


The specific trust is assessed as an association of persons 
through the trustees. The tax incidence on an association of 
persons is the same as that on individuals. The assessed in- 
come is divided amongst the beneficiaries as per the instru- 
ment of trust. 


For Wealth-tax, specific trusts are treated like individuals 
and can claim exemption under Sec. 5(1) and 5(1A). Thus 
the trust gets exemption, inter alia for a house property upto 
Rs. 1 lakh and upto Rs. 1.65 lakh for industrial assets and in- 
vestments in specific avenues such as shares, postal small 
savings schemes, scheduled banks, Unit etc. The net 
assessed wealth is also allocated amongst the beneficiaries 
as per their specific share and-added to their individual 


wealth. 
Discretionary Trusts 


The tax laws are not kind to such a trust. The trust is assess- 
ed as a separate entity but its income was chargeable to tax 
at a flat rate of 65% on total income or at the normal rate ap- 
plicable to an individual — whichever is greater. The finance 
bill 1980, has raised this rate to the level of marginal rate of 
tax applicable to the highest slab of income, which is 66%. 


For Wealth-tax, Discretionary Trusts, like individuals can 
claim exemption upto Rs. 1 lakh for a house and upto Rs. 
1.65 lakhs for industrial assets but are not allowed any ex- 
emption for investments in shares, postal small savings, 
scheduled banks, Units etc. The net wealth thus determined 
(without the advantage of the basic exemption of Rs. 1% 
lakhs) is assessed at a penal tax rate of 3% (142 % before the 
amendments of 1980) or at the normal rate applicable to an 
individual — whichever is greater. 


This is very hard indeed. However, there are 3 exceptions to 
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the provision of taxing income at 66% and wealth at 3%. 
These are: 


1. None of the beneficiaries has any other income 


chargeable to Income-tax (there is no similar provision 
for Wealth-tax). 


2. The trust is created by a will. 


3. Where a non-testamentary trust was created before 
1-3-1970 and the ITO is satisfied that the trust was 
created bona fide, exclusively for the benefit of the 
dependent relatives of the settler. 


The primary purpose behind the creation of Family Trusts is 
to avoid clubbing of income and wealth of the one person in 
.the hands of another. Let us therefore, examine all the dif- 
ferent provisions for clubbing, which were made more str- 
ingent from April 1979. 


1. Under the chapter on Gift-tax we have already covered 
the clubbing provisions from assets transferred directly 
or indirectly without consideration to spouse, minor 
child (other than a married daughter), daughter-in-law, 
and son’s minor children. 


2. If the wife is a partner, either directly or through a trust, in 
the same firm which is carrying on a business (not a pro- 
fession) and where her husband is also a partner, the in- 
come is clubbed in the hands of the husband. 


3. If the wife is employed in a concern in which her husband 
has a substantial interest, the salary (less standard 
deductions), commission, fees, etc. earned by the wife is 
clubbed in the hands of the husband, unless the 
employee has technical or professional qualifications 
and is employed in an appropriate capacity. 

These provisions are applicable with the words ‘‘wife”’ 
and “husband” interchanged. 

4. Ifa minor, (not being a married daughter) is admitted to 
the benefits of partnership, either directly or through a 
trust, the income accruing to the minor from the firm is 


i i ho has the 
clubbed with the income of that parent W 
greater income, even if that parent is nota partner in the 


same firm. 


Almost identical provisions are made for clubbing of 
wealth also. 
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Now let us see how Family Trusts can be used for saving 
taxes. 


1. A discretionary trust can be created by a will thereby giv- 
ing rise to a separate entity. 


2. Similarly, a discretionary trust can be created for those 
beneficiaries who do not have any other taxable income 
amounting more than Rs. 15,000. 


3. The corresponding clubbing provision would not be ap- 
plicable, if the benefit of a specific accumulation trust is 
to go to the child only after he becomes major (18 years 
normally but 21 years in those situations where a guar- 
dian is appointed by acourt). Such an accumulation trust 
should not however, have been created by the father or 
mother of the child and to be on safe side, not even by 
grandparents. 


4. It should be noted that only (i) income to minors from a 
trust which is a partner in any firm and (ii) income to 
spouse from a trust which is a partner in the same firm as 
the other spouse are sought to be clubbed. 


It should therefore be possible to create a specific trust for 
the benefit of (i) husband and wife or (ii) husband and minors 
or (iii) wife and minors or (iv) husband, wife and minors. If the 
trustee carries on a sole proprietory business the provisions 
of clubbing the income may not apply. 


It should also be possible to conduct a partnership business 
between two trustees, one for the husband and the other for 
the wife, without attracting the clubbing provision. Similar- 
ly, the trustee for both husband and wife may become a part- 
ner with some other unconnected person. Similar permuta- 
tions and combinations may also be available for the minor 
children with their parents avoiding clubbing provisions. 


Hide and Seek: 


In conclusion, this game of tax-planning through trusts, bet- 
ween the assessee and law makers, is eternal. 


In this game the law-maker keeps on making provisions to 
bring into his ambit all possible situations and the assessee 
uses his ingenuity to find other ways and means. The tax- 
planning thus becomes very fragile and one is never sure 
about the soundness of the plan. What appears good to-day 
may suddenly become worthless tomorrow. It might even 


turn into a liability. 
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Some of the amendments, proposed in the budgetary provi- 
sions for 1980, with respect to discretionary trusts, are 


listed below. They provide ample evidence of the dangerous 
nature of the game. 


1. The entire income ofa discretionary trust will be liable to 
tax at the maximum marginal rate of Income-tax (as 
against 65% hitherto) applicable, under the Finance Act 
of the relevant year, to the highest slab of income in the 
case of an association of persons. 


2. Adiscretionary trust will be liable to Wealth-tax at the flat 
rate of 3% (as against 1.5% hitherto) or at the appropriate 


higher rate of Wealth-tax which would be applicable to an 
individual. 


3. Benefit of concessional tax treatments is withdrawn 
where (i) the beneficiary is also a beneficiary under any 
other private trust or ii) a person has created more than 
One discretionary trust by will. 


4. Unless the beneficiaries and their shares are expressly 
named in an order of a court or an instrument of trust or 
wakf deed, as the case may be, and are ascertainable as 
such on the date of such order, instrument or deed, the 
trust will be regarded as a discretionary trust and assess- 
ed accordingly. 


5. The definition of ‘income’ is changed so as to include 
therein the value of a benefit or perquisite, whether con- 
vertible into money or not, which is obtained by the 
beneficiary or a trustee from a trust. 


These amendments would take effect retrospectively (!!) 
from the assessment year 1980-81. This means that if so- 
meone had taken all the trouble to formulate a trust (or ef- 
fect partial partition of a HUF) during the financial year 
1979-80, he would find that his arrangements have been set 
at naught, to his great discomfort in terms of both money 
and time. 


Suggestion: 


| would therefore strongly advise you to submit yourself to 
the clubbing provisions without bothering to Se ae 
trust. Saving of the tax on only the 1st stage Income i 
worth the effort. Once you have paid tax on this uae any. 
further income arising out of this money |S not taxe a ie 
hands either for Income-tax or Wealth-tax and this Itsell | 
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quite a big advantage as can be seen from the following 
table which gives the picture of how the assets of a wife in- 
crease from year to year when her husband makes a gift of 
Rs. 50,000 to her and she invests the money at the rate of 
14% interest. The 1st stage interest is Rs. 7,000 every year 
which is taxed in the hands of the husband every year. The 
interest on the interest is assessed in the hands of wife for 
Income-tax. In case of Wealth-tax, the husband is required to 
pay tax at arate applicable to his wealth on Rs. 50,000 every 
year. The accretion of the assets are taxed in the hands of 
the wife. 


Gift to wife: Rs. 50,000 


__ Year”. Amount. _____Intersst____-_Jnlerest on interest: 
1 50,000 7,000 _ 
2 57,000 7,980 980 
3 64,980 9,097 2,097 
4 74,077 10,371 3,371 
9° 84,448 11,823 4,823 
6 96,271 13,478 6,478 
7 1,09,749 15,365 8,365 
8 1,25,114 17,516 10,516 
9 1,42,630 19,968 12,968 
10 1,62,598 22,763 15,763 
11 1,85,361 25,951 18,951 
12 2,11,312 29,584 22,584 
13 2,40,896 33,725 ‘ 26,725 
14 2,74,621 38,446 31,446 
15 3,13,067 43,829 36,829 
16 3,56,896 


It is evident that the advantage is so great that in the con- 
ceivably near future the ITO will find that the Government 
would get more revenue by taxing the wife directly and when 
this stage comes, he is empowered to do exactly that. 


With a view to discourage persons from habitually transferr- 
ing assets, the ITO is empowered under Sec. 65 of ITA to col-. 
lect taxes, even on the income (or wealth) of clubbed assets, 
directly from the wife at a rate applicable to her husband. 
However, the ITO is required to serve on the wife a notice of 
demand and normally he does not exercise this power 
unless he finds that the assessee is over-indulging in saving 
on the gift tax and circumventing consequential provisions 
for clubbing on the 2nd stage income. 
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Unless we are in the real estate business, buying a house is 
not an investment. We normally buy a house for our own 
residence. Thanks to the various statutory provisions, sup- 
posedly designed to protect tenants, the idea of letting out 
property, is not likely to touch your mind, even remotely. 
Someone has realistically observed — ‘Fools build houses; 
wise men live in them’’. | do not know what benefits, sucha 
protection, has given to the tenants but it has definitely rob- 
bed you from enjoying the comforts of a house, unless you 
are able to purchase it. In such a situation purchase of pro- 
perty is not investment but consumption. When the price of 
property spirals upwards, you only get an illusory satisfac- 
tion of staying in a costlier house; but you cannot cash on 
this benefit.You may only become liable to Wealth-tax. This 
is the reason why | had chosen not to discuss this subject in 
the first edition of this book. But now the wiser counsel of a 
reviewer of my book prevails. 


There are four good reasons to treat the purchase of house 
property as an intrinsic part of overall investment strategy. 


1. The rent which you would have paid fora similar property 
in the same or similar locality is no longer required to be 
paid, and hence, in effect it is your notional income. In 
fact, this ‘fair rent’ is brought under the ambit of tax by 
the Income-tax Act. 


2. As long as the Government does not take any strong ac- 
tion in implementing family planning, there will always 
be a net surplus of house hunters over house owners. 
This is the reason why tomorrow's price will most cer- 
tainly outdistance today’s price, which by itself is 
beyond the reach of most of us. 


3. Investment in house property, as in shares and es 
serves as a hedge against inflation. You should oe 
choose to pay by instalments. When the Merete 
keeps pace with inflation and when your own Inc Ss 
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expected to rise, you make payment against the original 
price with money that becomes cheaper and cheaper. 
You should therefore explore the various avenues for tak- 
ing loans against mortgage of your house from (i) State 
Housing Boards (ii) Finance Co-operative Housing 
Societies (iii) LIC’s ‘Own Your Home or Apartment’ 
schemes (iv) Banks, (v) HUDCO (vi) Your employer etc. 
Take as much loan as you can and for as long a term as 


possible. 


Take a loan, even if you can buy the house with your own 
funds, since the interest you pay can be set off against 
your income from property for tax purposes. 


4. Finally, the most important reason for buying a house is 
however, — a nagging wife. 


It is therefore necessary that an investor in a house property 
knows the various tax provisions — Income-tax, Wealth-tax, 
Estate-duty, Capital gains tax and finally the provisions for 
clubbing incomes from gifted property. 


Income-tax: 


The owner, or the deemed owner of a house property, in- 
clusive of the appurtenant land, is taxed on the ‘annual 
value’ of the property under the head ‘income from house 
property.’ Where the house property is used for.carrying on 
any business or profession, the income is not treated as in- 
come from house property. 


The ‘gross annual value’ is the maximum of (i) Municipal 
value (ii) actual rent if the property is let out and (iii) fair rent. 
The ‘net annual value’ (NAV) is arrived at by deducting 
municipal taxes. From this NAV, the following concessions 
are given. 


On Rented Property: 


Concession for newly constructed Property is available for 
five successive years from the date of completion of con- 
struction where the construction had started after 1st April 
1961 and completed after 31st March 1970, only if the 
assessee himself has constructed the property and has let it 
out for residential purpose. 


The amount of concession depends upon the date of com- 
pletion of the construction. It is Rs.1,200 and Rs.2,400 ( or 
NAV whichever is less) according to whether the construc: 
tion was completed before or after 31-3-78. Finance Bill, 
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1982 proposes to raise this limit to Rs.3,600 in respect of 
constructions completed after 31-3-82. 


On Self-occupied Property: 


If, however, the assessee himself has occupied the proper- 
ty, he will be allowed to deduct Rs.3,600 or one-half of the 
NAV, whichever is less, irrespective of the date of comple- 
tion of the property. Further, if the balance after this deduc- 
tion, exceeds 10% of the gross total income of the assessee 
(i.e. income from all sources including income from let out 
property excluding income from self-occupied property), the 
excess will be ignored. Where the property is occupied by 
co-owners, each of the co-owners is separately entitled to 
the deduction. If he himself resides in more than one house, 
Only one house, as per his choice, is considered as self oc- 
cupied and all others as let out. 


From the value thus arrived at, called ‘net adjusted annual 
value’ (NAAV), the following deductions are further made to 
get the taxable income. 


1. Repairs — Irrespective of the actual expenditure incur- 
red on repairs, the amount permitted to be deducted for 
repairs is 1/6th of the NAAV. 


2. Non-occupancy Allowance — If an owner of a residential 
building is forced to reside elsewhere because of 
employment, business or profession carried on at such 
other place, deduction for non-occupancy Is available on 


a pro-rata basis. 
3. Miscellaneous — Deductions for the following are 
allowed 
(i) Interest on loan, 


(ii) Insurance premium, 


(iii) Ground rent, 
(iv) Annual or Capital charge not voluntarily created, 


(v) Land revenue, 
(vi) Rent collection charges upto 6% of NAAV, 


(vii) Irrecoverable rent, 
(viii) Tax levied by State Government. 


Treatment of Loss: 


If the income of the property works out toa a loss 
can be set off against any other income, only | ay deduc- 
tions for (i) newly constructed rental houses Ft Ata on 
occupancy, are not availed of. Where, as a resu educ- 
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tion of one or both of these, the income turns into a loss, 
such a loss shall be ignored. Therefore, care should. be 
taken not to claim such deductions wherever it is advan- 


tageous not to do so. 


Wealth-tax: 


One farm house used as a store house or for keeping 
livestock is fully exempt from Wealth-tax. Similarly, residen- 
tial units used for employees whose income chargeable 
under the head ‘Salary’ is Rs. 10,000 or less in a plantation or 
industrial undertaking belonging to the assessee are ex- 
empt from Wealth-tax. Again, one building or group of 
buildings owned by a cultivator or receiver of rent or revenue 
of agricultural land is not liable to Wealth-tax. 


Total exemption is available for five successive years next 
following the date on which the construction of one or more 
residential units is completed, provided the plinth area of 
each unit does not exceed 80 square metres and the con- 
struction has begun on or after 1st April, 1976. 


In other cases, a house, whether self-occupied or let out, is 
exempt from Wealth-tax upto limit of Rs. 1 lakh. Where a pro- 
perty is jointly held in co-ownership, each of the co-owners 
is entitled to an exemption upto the limit of Rs. 1 lakh. 


Sec 7(4) of Wealth-tax Act: 


Sec. 7(4) of Wealth-tax Act protects the assessees from 
hardships caused because of the breath-taking boom in the 
value of residential houses. It provides that the value of a 
house belonging to the assessee and exclusively used by 
him for residential purpose, throughout the period of 12 
months immediately preceding the valuation date shall be 
taken to be the market price on the valuation date next 
following the date on which he becomes the owner of the 
house or on the valuation date relevant to the Assessment 
Year 1971-72, whichever is later. 


Estate-duty: 


One house or part thereof exclusively used by the deceased 
for his residence is exempt from rate as well as duty, subject 
to a limit of Rs.1 lakh if the house is at a place witha popula- 
tion exceeding 10,000 and without any limit at other places. 


Under Section 36 of Estate-duty Act, 1953 the duty is re- 
quired to be paid on the market value of the house, as on the 
date of death of the owner. Unfortunately the relief of only 
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Rs. 1 lakh does not give enough protection against the 
skyrocketing prices of houses. The result is that the heirs of 
the deceased are called to pay an exorbitant amount of duty. 


It is high time that this section is amended with regard to 
the valuation of residential buildings on the same lines as 
provided in Wealth-tax Act, whereby the valuation for 
Wealth-Tax purposes is pegged at the market value as in the 
Assessment year 1971-72 or cost price, whichever is higher. 


Gifts: 


Under Section 27(i) of Income-tax Act, an individual who 
transfers house property without adequate consideration to 
his spouse or minor child (not being a married daughter) is 
deemed to be the owner of the property. This is in line with 
Section 64 for clubbing incomes from transferred assets. 
With effect from the Assessment Year 1976-77, the scope of 
Section 64 was extended to son's wife or son's minor child 
but the scope of Section 27(i) was not similarly extended. 
Consequently there is a great advantage in transferring 
house property for their residential purposes to one’s 
daughter-in-law or son’s minor children, if their other in- 
come is low. Income from the property will still get clubbed 
under Section 64, but since the donor is not deemed owner, 
this income is first assessed in the hands of the donee, and 
since the income from self-occupied property is pegged at 
10% of the other income, it is this pegged income which will 
get clubbed in the hands of the donor. 


Long-term Capital Gains: 


From the Assessment Year 1978-79 onwards, the assessee 
has the option of substituting the fair market value as on 1st 
January 1964 for arriving at the long-term capital gains ac- 
Cruing out of the transfer of old assets held by the assessee 
from a date prior to the specified date. 


Where a house property is transferred for a consideration 
not exceeding Rs. 25,000, the capital gain arising therefrom 
is exempt, provided the aggregate of the fair market values 
of all such properties owned by the assessee before the sale 
did not exceed Rs. 50,000. 


With the introduction of a new Section 54F, by the Finance 
Act, 1982, long-term capital gains arising from the transfer 
Of any capital assets are exempt from |Income-tax provided 
the assessee has, for his own residence, purchased within 1 
year before or after the date of transfer or constructed within 
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3 years after the date of transfer, a house property. If the 
amount of capital gain exceeds the value of the newly ac. 
quired property, the excess of capital gain over the cost will 
be chargeable to tax. Where only a part of the net considera. 
tion is invested in the residential house then only propor. 
tionate capital gain will be exempt. 


If, however, the newly acquired property is sold within 3 
years, the exemption will stand forfeited and the capital gain 
not originally charged to tax will now be deemed to be the 
capital gain of the year in which the new asset is sold. 


Where the full value of the consideration (after deduction of 
stamp-duty, brokerage etc.) is invested in 72%, 7-year Na- 
tional Rural Development Bonds within a period of 6 months 
from tne date of transfer, the capital gains would be exempt 
from tax. The investment is required to be held for a 
minimum period of 3 years. Where a part of the amount is in- 
vested in the Bonds, the exemption is pro-rata. 


Even where none of the aforementioned conditions are 
satisfied, the basic exemption under Section 80T of Rs.5000 
plus the deduction which, depending upon the holding 
period, ranges from 25% to 40% of the balance of the 
capital gains accruing out of the sale of a house property, is 
available to the assessee. 
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NON-RESIDENTS 


In order to understand as to who is Non-Resident under the 
Income-tax Act, 1961, one must know who is a resident 
under the Act. The definition of resident individual is given 
under Sec. 6(1) of the Act. A person becomes a resident in In- 
dia in any previous year if he— 


Clause (a) is in India in that year for a period or periods 
amounting in all to 182 days or more; or 

Clause (b) maintains or causes to be maintained for hima 
dwelling place in India for a period or periods 
amounting in all to 182 days or more in that year 
and has been in India for 30 days or more in that 
year; or 

Clause (c) having within the four years preceding that year 
been in India for a period or periods amounting 
in all to 365 days or more, is in India for a period 
or periods amounting in all to 60 days or more in 
that year. 


If any one of these three conditions is fulfilled by an in- 
dividual he becomes a resident for Income-tax purposes. A 
non-resident under Sec. 2(30) of the Act, is a person who is 
not a resident in India. 


Clause ‘b’ used to cause hardship to those who used to go 
abroad during the previous year for the purposes of employ- 
ment and hence a relaxation in the test of residence in India 
is proposed in the Finance Bill, 1982. Clause ‘b' Is proposed 
to be omitted. It is now proposed to provide that where an in- 
dividual who is a citizen of India leaves India In any previous 
year for the purpose of employment outside, he will not be 
treated as resident in India in that year unless he has been in 
India for 182 days or more. Individuals, who hy ee of 
India and being outside India, come on a visit to ' ai " any 
Previous year, will now be allowed to stay In . ar a a 
period of ninety days without running the ris eing 
treated as residents for tax purpose. These proposed 
amendments will take effect from 1st April 1983 and will ap- 
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ply in relation to the assessment year 1983-84 and subse. 
quent years. 


The definition of a non-resident under the Foreign Exchange 
Regulation Act, 1973 (FERA) is different from the definition 
under the ITA. It is possible for a person to have different 
residential status under these two different Acts. This is 
because a person becomes a non-resident the moment he 
goes abroad for employment or carrying on business or 
vocation according to the Sec. 2(q) of FERA, while for the 
purpose of taxation in India, residential status depends on 
the number of days he is physically present in India ina 
given previous year. 


Not-Ordinarily Resident Person: 


A person is treated as ‘not-ordinarily resident’ if his 
residence in India is for less than nine years out of the 
preceding ten years or the aggregate period of his physical 
presence in India during the seven years preceding the rele- 
vant accounting year does not exceed 729 days. An in- 
dividual would be not-ordinarily resident if he fulfils either of 
these two conditions. A not-ordinarily resident assessee 
can claim exemption of Income-tax in respect of income ac- 
cruing or arising to him outside India unless it is derived 
from a business controlled in India or a profession or voCa- 
tion set up in India. He is charged on the income which is 
received or deemed to be received in India or accrues OF 
arises or is deemed to accrue or arise to him in India during 
the previous year. 


Income-tax Liability of a Non-Resident: 


A non-resident is not liable to pay Income-tax on his foreign 
income even if it is brought into India or remitted to India. 
The foreign income of a non-resident is taxable only if it is 
received in India and not otherwise. However, he is liable to 
pay Income-tax in India on the income from all sources ac- 
cruing or arising or deemed to accrue or arise to him in India 
and also on income from all sources received or deemed to 
receive in India by him or on his behalf during the previous 
year relevant to the assessment year. 


Non-Resident (External) Account (NRE): 


The NRE accounts can be opened in accordance with provi- 
sions of FERA with funds transferred through banking chan- 
nels into India from the country of residence of the non- 
resident or any country other than the bilateral group of 
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countries viz. East Germany, Poland, Czechoslovakia, 
Romania and USSR. Government servants can maintain 
such accounts during their tenure abroad. 


The external account can also be maintained in terms of 
pound sterlings or US dollars. Currencies of other nations 
are converted to either of these currencies according to the 
choice of the account holder. Sucha ‘Foreign Currency Non- 
Resident’ account (FCNR) protects the owner against 
losses if any arising out of fluctuations in exchange rate. 


Income of a non-resident from interest moneys standing to 
his credit in these accounts is totally exempt from Income- 


tax. Similarly, the balances held in the account are exempt 
from Wealth-tax. 


The benefit of these exemptions was available only to non- 
residents as defined by ITA and not to those who are 
residents outside India under FERA if they did not satisfy 
the test of being a non-resident under ITA. It is now propos- 
ed in the Finance Bill, 1982 that the exemption from Income- 
tax will be made available in the case of a person resident 
Outside India as defined in FERA with effect from 1st April, 
1982 and will accordingly apply in relation tc the assess- 
ment year 1982-83 and subsequent year. Similariy, in order 
to further encourage the flow of funds from this source the 
interest rates on new deposits on maturities of one year and 
above held in NRE or FCNR accounts will now be carrying 
interest of 2% above the rates permissible on local deposits 
of comparable maturity. 


Debits to these accounts for local disbursements are freely 
permissible. Any amount from these accounts can be freely 
repatriated outside India at any time without reference to 
RBI. 


There is a total exemption under ITA as well as WTA in 
respect of Units of UTI purchased out of funds in NRE (or 
FCNR) accounts, Finance Bill, 1982 envisages to offer 
similar benefit to the 6-yr 12% NSCs-VI & Vil issues. In other 
words, purchases of Units and NSCs can be freely made out 
of the balances. Income from these as well as sale or maturi- 
ty proceeds thereof can be credited to these accounts freely 
without prior sanction of RBI. 


1r, would be 
lt appears that these exemptions however, 
available only to those who are non-residents riba ITA and 
not to those who are ‘persons resident outside India’ under 
FERA. 
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NRE account holders may be granted loans/overdrafts in In. 
dia not exceeding Rs. 25,000 for purposes other than invest- 
ment in India against FDs held by them. Repayment will 
have to be made either by adjustment of the deposit or by 
fresh remittances in foreign exchange from abroad. If it is to 
be made from a local source, prior approval of RBI will be re- 
quired. Such loans to resident individuals/firms/companies 
in India should be referred to RBI for approval. 


Non-resident’s Ordinary Account: 


These accounts can also be maintained by a non-resident. 
Understandably, they do not enjoy the tax benefits of exter- 
nal accounts. Fund in these accounts cannot be remitted 
abroad without RBI’s permission. Certain credits like inward 
remittances, dividends on shares, interests on securities, 
their sale or maturity proceeds, maturity or surrender pro- 
ceeds of LIC policies of account holder and cheques for 
small amounts upto certain monetary ceilings can be made 
without RBI’s permission. Withdrawals for local dis- 
bursements can be freely made. However, payments 
towards booking of international passages require RBI's ap- 
proval. Similarly, investments other than those freely permit- 
ted for NRE or FCNR accounts require RBI’s permission. 


Double Taxation Relief: 


Under Section 90 of the Income-tax Act the Central Govern- 
ment can enter into agreements with foreign countries for 
the granting of relief in respect of double taxation or for the 
avoidance of double taxation. Such agreements are present- 
ly made with the countries — Ceylon, Switzerland, Sweden, 
Denmark, Norway, Japan, the Federal German Republic, 
Finland, Austria, Greece, Romania, Lebanon, the United 
Arab Republic, France, Iran, Italy, Belgium and Afghanistan. 
If the agreement with the foreign country is for relief against 
double taxation and not for the avoidance of double taxa: 
tion, the taxpayer (assessee) must show that the identical in- 
come has been doubly taxed and that he has paid tax both in 
India and in the foreign country on the same income. An ap- 
plication for refund of tax has to be made to the Income-tax 


Officer. 


Wealth-tax 


The incidence of Wealth-tax of an assessee depends upon 
two factors viz., citizenship and residential status: 


(i) An individual who is not a citizen of India is liable to 
Wealth-tax only in respect of his assets in India other 
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than loans and investments in India from foreign 
sources, Interest on which is excluded from the total 
income under the ITA. Foreign debts are to be ignored. 
He is not liable to Wealth-tax in respect of his assets 
located outside India and his loans and investments in 
India referred to above. This is so, whatever the 
residential Status of the non-citizen may be whether 
resident, not-ordinarily resident or non-resident. Where 
a non-citizen is not resident in India he has to pay 
Wealth-tax at half the prescribed rates. This conces- 


sion is not available where he is not ordinarily resident 
in India. 


(ii) HUFs and individuals who are citizens of India, when 
they are not residents, or not ordinarily residents, are 
liable to Wealth-tax to the same extent as non-citizen 
individuals but they have to pay Wealth-tax at the full 
prescribed rates. 


(iii) HUFs and individuals who are citizens of India, when 
they are residents in India, are liable to Wealth-tax in 
respect of all the assets whether in India or outside In- 
dia. Foreign debts are also deductable. But they are en- 
titled to a rebate of Wealth-tax at half the average rate 
on the value of their foreign assets as reduced by 
foreign debts. 


Gift-tax: 


If the donor is not resident in India in a previous year, no gift 
of moveable property made by him outside India is liable to 
gift tax. The location of property gifted is one of the criteria 
to determine whether such gift is liable to Gift-tax or not. 
Gift of moveable property or immoveable property situated 
in India is liable to Gift-tax in all cases irrespective of the 
citizenship or residential status of the donor. All gifts of im- 
moveable property situated outside India are exempt from 
Gift-tax in the case of resident as well as non-resident per- 
Sons. 


The Finance Bill, 1982 has provided that the following gifts 
made by a non-resident will be exempt from payment of Gift- 
tax: 


(1) The gifts made by an Indian citizen or a person of indian 
origin who is not a resident in India, to any is 
relatives in India of foreign currency oF foreign exchange 
remitted from a country outside India In Bee with 
the provisions of the FERA will be exempt from Gift-tax. 
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A person is deemed to be of ‘Indian origin’ if he or either 
of his parents or any of his grand parents was born in un- 
divided India and the expression ‘relative’ will mean the 
husband, wife, brother, sister, any lineal ascendant or 
decendant of the non-resident. 


(2) The gifts from NRE made by a person who is non.- 
resident under the FERA would be free from Gift-tax. In 
other words, even if the person is a resident under the 
ITA, but has taken up an employment outside India and 
thereby has become a person resident outside India 
under the FERA, he can make a gift to any person 
whether a relative or not, out of the funds in the NRE. 


(3) The gifts made by a citizen of India or a person of Indian 
origin who is not resident in India to his relatives in India 
of savings certificates, which may be notified by the 
Central Government, will be exempt from Gift-tax. This 
will be subject to the condition that such person has 
himself subscribed to such certificates in foreign cur- 
rency or foreign exchange remitted from outside Indiain 
accordance with the provisions of the FERA. 


The gifts made by a subscriber of Capital Investment 
Bonds as the Central Government may by notification in 
the Official Gazettee specify will be exempt from Gift- 
tax upto a maximum of Rs. 10 lacs in the aggregate in 
one or more previous years. 


These amendments p.oposed to be made in Section 5 of 
the Gift-tax Act will take effect from 1st April 1983 and 
will accordingly apply in relation to the assessment year 
1983-84 and subsequent years. 


(4 


— 


investments in India: 


It is proposed in the Finance Bill, 1982 that the following 
new investments will be made available to non-resident In- 
dians and non-resident of Indian origin: 


(1) A non-resident Indian or of Indian origin was allowed to 
invest in equity issues of new companies upto 20% with 
repatriation rights in respect of his investment and in- 
come accruing thereon subject to the condition that the 
investment was made by foreign remittances through 
banking channels or from NRE. As per the Finance Bill, 
1982, the limit of 20% is proposed to be increased to 
40% of capital issued of new or existing company. 


(2) Any investment without repatriation rights made by non- 
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residents of Indian origin, so long as it is not for transac- 
tion in commercial property and land, will be treated on 
the same footing as investments of resident Indian na- 
tionals. Commercial property implies property meant for 
commercial or business exploitation, for example, runn- 
ing shops, theatres or providing office premises. Com- 
mercial property would not include residential houses, 
even if the residential house is let out. 


(3) The facilities for investment in NRE and in !ndian com- 
panies as proposed in the Finance Bill, 1982 will be ex- 
tended to companies, partnership firms, trusts, 
societies and other corporate bodies ‘owned by non- 
residents of Indian origin to the extent of at least 60%. 
Till now these facilities were available only to individual 
non-resident Indians or those of Indian origin. 


(4) The non-resident Indians would be entitled to invest in 
the new 7% 10-year Capital Investment Bonds which are 
completely free from Income-tax and Wealth-tax without 
any limit, and from Gift tax to the extent of Rs. 10 lakhs. 


Investments on ‘Repatriation Basis’: 


1. Non-resident Indians, under a liberalised scheme in- 
troduced by the Government, are allowed to make in- 
vestments upto 74% of equity in any industry listed in 
Appendix-| to the Industrial Licensing Policy statement 
of 1973. Investment in any other industry is also permit- 
ted provided the investor undertakes to export 60% of 
the output (75% in case of industries reserved for small 
scale sector). For setting up such industries import of 
capital equipment from abroad is permitted without 
DGTD clearance from indigenous angle upto the limit of 
foreign exchange brought in by the Non-resident In- 
dians. Remittances of profits set up under this scheme 
are allowed freely. Repatriation of capital is also allowed 
after the unit has gone into commercial production. The 
scheme is, however, applicable only to new investments 
including expansion and diversification of existing in- 
dustrial undertaking but is not extended to purchase of 
shares in existing companies In respect of existing ac- 
tivities. Such facilities were available so far to in- 
dividuals only. Investments under the scheme may also 
be made in partnership firms. 


2. Non-resident Indians can make ‘portfolio investments’ 
in shares in India with full benefits of repatriation of 
capital invested and income earned thereon provided 
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(i) the shares are purchased through a stock exchange, 
(ii) the purchase of shares in any one company does not 
exceed Rs. 1 lakh in face value or 1% of the company’s 
paid-up capital whichever is lower, and (iii) payment of 
such investment is made either by fresh remittances 
from abroad or out of the funds held in the NRE or FCNR 


with a bank in India. 
Investments on ‘No Repatriation Basis’: 


Non-resident Indians can invest in shares through stock ex- 
changes in India without any limit on the quantum and value 
of investment, either by fresh remittances from abroad or 
out of their NRE or FCNR or non-resident ordinary accounts. 
However, repatriation of capital invested and income earned 
thereon will not be allowed. 


Non-residents can also invest in the new issues of public or 
private limited companies engaged in any business activity 
(except real estate business) upto 100% of the issued 
Capital without any obligation to associate resident Indian 
participation in equity capital at any time. These _ in- 
vestments will also be without repatriation rights. 


Short Visits of Non-residents: 


The visitors should get their foreign currency and travellers 
cheques encashed for rupees only with authorised dealers, 
hotels, shops etc. For encashing foreign currency notes and 
travellers cheques exceeding US $ 1,000 or their equivalent 
value the ‘Customs Stamped Currency Declaration Form’ 
has to be produced. It is necessary to obtain certificates of 
encashment from these money changers. These may be re- 
quired by customs or RBI. 


Return for Permanent Settlement: 


Persons holding NRE or FCNR accounts must inform their 
banks about their change in residential status since these 
accounts cease to be eligible for various facilities enjoyed 
by non-residents. The FCNR can be retained only for 3 mon- 
ths for settling any outstanding obligations. Permission 
beyond this period may be obtained for collecting income 
on foreign investments and holdings. These holdings 
should be declared to RBI within 3 months from the date of 
arrival and its permission should be taken for continuing to 
hold them abroad. Funds lying in the account of an Indian 
national or person of Indian origin would be exempt from 
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Wealth-tax for seven years from the date of the account 
holder's return to India for permanent settlement. Other 
funds accumulated outside India but repatriated to India on 


returning to India permanently are also similarly exempt 
from Wealth-tax. 


Under the ‘Returning Indians Foreign Exchange Entitlement 
Scheme’ (RIFEES) one can obtain 25% of the foreign ex- 
change repatriated by them while abroad for credit to exter- 
nal accounts in India or surrendered to authorised dealers 
after arrival in India, for use during a period of 10 years for 
personal visits to foreign countries, education of dependent 
children, gifts to close relatives residing abroad and import 
of special appliances for professional use. 


Temporary Residence: 


Foreign passport holders of Indian origin who return to India 
for employment on contract basis irrespective of actual 
duration or for any other specific job or assignment in India 
for a period not exceeding three years are treated as tem- 
porarily resident in India. They may continue to retain their 
foreign currency assets without surrendering them to 
authorised dealers. They need not declare them to the 
Reserve Bank for the period of residence in India. No 
specific permission of the Reserve Bank is required for the 
purpose. Such persons are not, however, eligible for the 
facilities under the RIFEE Scheme. Nor can they remit 
abroad their incomes, savings or sale proceeds of assets in 
India during their residence in India or thereafter. 


Persons who take up residence with the intention to stay in 
India for an uncertain period are treated as residents for Ex- 
change Control purposes. 


The ‘5-Year Scheme’: 


Non-resident Indians wishing to transfer residence : India 
for exploring possibilities of suitable employnien eae 
ting up industry, etc., in India may apply to the Rese 

for facilities under this Scheme. Whatever foreign cae 
assets that have been repatriated to India will be ate aE 
be taken back if the persons concerned wish i padi a 
for settling down in any other country within ne Sede 
they may be retained abroad after obtaining oad Aaalare 
approval instead of surrendering them to aut a in who do 
in India. Foreign passport holders of Indian sacat in India 
not qualify for being treated as temporarily res 
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in certain circumstances as referred to earlier may also app- 


ly to the Reserve Bank for the facilities under the Scheme 
within three months from the date of return to India. 
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When life is full of health and glee, 
Work thou as busy as bee, 

And take the gentle hint from me, 
Be careful of your money. 


—Maclagan 
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UNITS 


Investment in Units can be recommended only to those who 
have a taxable income of over Rs. 25,000. Such investment 
will be useful to them, however, only to the extent it enables 
them to enjoy the exclusive Income-tax exemption which is 
available on income from Units not exceeding Rs.3,000. 
Before investing in Units, these investors should exhaust 
the benefits available to them under (i) Sec. 80C for PPF, 
CTD etc. on contribution of 30% of their gross income and 
(ii) Sec. BOL on income upto Rs.4,000 from shares, banks 
NSCs etc. and in addition the exclusive exemption of Rs. 
2,000 for over 1-yr deposits in banks, NSCs etc. 


Though the UTI’s main objective of helping investors to ac- 
quire all the advantages of a diversified ownership of shares 
is excellent, the actual performance of UTI in this respect is 
lacklustre*. UTI has declared a dividend of 121% for the 
year 1980-81. The effective rate works out to 10.42%, in com- 
parison to 10.38% paid by scheduled banks (10% p.a. 
payable quarterly) or 12.36% by NSC-VI or VII (12% payable 
half-yearly). This is indeed not a good performance by any 
yardstick. Investment in the share market by a group of ex- 
perts is surely, expected to be more rewarding. However, 
there are enough indicators of a bright future. 


A Unit holder’s equal right in the beneficial ownership of 
UTI’s assets gets continuously diluted because of UTI’s 
policy of selling Units well below the ‘formula price.’ UTI has 
been consistently augmenting its reserves and surplus in- 
stead of passing on the benefit to the investor. 


The announcement by the Union Finance Minister in me 
budget speech on 18th June 1980 that “a part of the sheet : 
ble resources of UTI should be lodged with Sea : 
Special deposit accounts to augment resources for sees 
ing the Plan”, is indeed disturbing. It may be sale y 
Predicted that in the near future UTI’s plight would be the 
Same as that of LIC. 

*Much of sting in this argument has become a little blunt after UTI stepped 

up the dividend from 112% to 12% % in July 1982. 
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Full marks must be given to UTI’s marketing for the dynamic 
and vigorous publicity efforts in achieving a meteoric rise in 
the sale of Units. 


Unit Trust of India was set up in 1964 under the auspices of 
Reserve Bank of India, with the objectives of (i) mobilising 
the savings of the community in order to channel them into 
productive corporate investments, and (ii) providing a facili- 
ty to persons of even modest means of owning indirectly 
equity shares and fixed income securities of companies. 


UTI is a financial intermediary between the investor and the 
stock market. It protects the investor against capital risk by 
giving him the benefit of its professional expertise in invest- 
ment management. UTI’s constant supervision of the invest- 
ment portfolio which it holds on behalf of the investor, and 
the diversification of large funds over a large number of 
securities throughout the spectrum of industries, are of 
great value to the investor. The Unit holder has an equal 
right in the beneficial ownership of the assets of UTI. 


Thus if UTI holds shares of 1,000 different companies, then 
each Unit represents a tiny portion of each of these 1000 
companies, thereby giving the Unit holder a much wider 
spread of investment than he could ever hope to obtain on 


his own. 


Investment in the stock market is more rewarding than any 
other investment but for the capital risk. Units give the Unit 
holder an implied promise to ensure for him the actual 
benefits of capital appreciation as well as a higher yield. 


Pricing & Dividend Formulae: 


The pricing policy of Units is very pleasing indeed. Under it, 
the price is worked out by dividing the market value of the in- 
Vestment portfolio (less incidental charges like brokerage, 
stamp duty, etc.) by the total number of Units outstanding. 
Efficient management of the portfolio would automatically 
result in pushing up this formula-price steadily year after 
year. The increase in the formula-price is in the capital ap- 
preciation for the Unit holder. 

UTI, however, deviates from this formula-price, keeping the 
actual price well below this level for attracting new in- 
vestors. Moreover, the price is reduced substantially in the 
beginning of every financial year, i.e., in the month of July. 
This specially reduced price is termed special offer price. 


At this stage | wish to draw your special attention to the fact 
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that UTI actually reduced its special offer price from Rs. 


11.75 in 1980 to Rs. 11.50 in 1981, and | leave you to draw 
your Own conclusions. 


Throughout the year, the special offer price is raised from 
time to time by the interest element or what is called the in- 
come equaliser to enable UTI to pay the same dividend on all 
Units irrespective of whether the Unit holder had the Units 


right from the beginning of the year or had acquired them 
during the current year. 


The sale price having thus been fixed, the repurchase price, 
i.e. the price at which UTI buys back Units from the Unit 
holder, is fixed at about 60 to 80 paise lower, which is the no- 
tional expense incurred by the UTI on brokerage, stamp duty 
etc. for liquidating the underlying investment. 


This difference between the sale and repurchase prices was 
only 40 paise in the earlier years but during 1978-79 it was 
slowly and steadily raised to 80 paise. This difference was 
maintained at 70 paise right from July 1980 to December 
1981 except in July 1981 when it was 60 paise. It was raise to 
75 paise for the quarter January 1982 to March 1982 and 
possibly as a result of the increase in tax exemption limit 
from Rs. 2,000 to Rs. 3,000 the difference was raised to an all 
time record of 90 paise, for May ’82. UTI claims that the main 
Objective of effecting this change is to ensure that 
‘speculative transactions in Units should not be permitted.’ 
Whereas this action has provided UTI with another channel 
of increasing its income, those who want to sell back their 
Units for their genuine requirements, suffer rather badly. We 
shall inspect these speculative transactions later. 


The formula for fixing dividend is even more pleasing. UTI’s 
initial capital of Rs. 5 crores was contributed by RBI (Rs. 2.5 
crores), SBI (Rs. 0.75 crores), LIC (Rs.0.75 crores) and 
Scheduled Banks and other financial institutions (Rs. 1 
crore). Under the provisions of the Unit Trust Act, 1963, the 
amount of expenses (other than interest) exceeding 5% of 
its gross income is charged to the initial capital account. 
Thus, when the Unit holders got a dividend of 11.5% the in- 
itial capital earned only 8.5%. 


In this way the Unit holder gets a benefit even from the in- 
itial capital in which he has not participated. Moreover, UTI 
is statutorily required to distribute not less than 90% of its 
income (less expenditure). The quantum with which the 
Trust keeps on, year after year, strengthening its reserves 
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and surplus base leaves enough room to doubt UTI’s com- 
pliance with this requirement. 


UTI Schemes : 


UTI has the following schemes, each scheme catering to the 
individual preference of various investors. 

Unit Scheme, 1964. 

Reinvestment Plan, 1966. 

Voluntary Savings Plan, 1969 (discontinued from 1974). 
Children Gift Plan, 1970. 

Unit Linked Insurance Plan, 1971 (discussed separately). 
Capital Units, 1976 (discontinued from 1981). 


As regards ‘Reinvestment Plan, 1966’ or ‘Children Gift Plan, 
1970’ both the plans are basically the same as the original 
Unit Scheme, 1964. The chief difference is that further Units 
are bought out of the dividends at the special offer price 
prevalent in July every year and are automatically credited to 
the investor’s account. 


‘Children Gift Plan’ has been made attractive to the general 
public by introducing a prize scheme from 1975. Accordingly 
draws are held in the month of September to give ‘big prizes 
every year’ to the children. In 1980-81, 114 lucky children 
were awarded prizes totalling Rs. 50,000 on the Unit capital 
which at the end of that year amounted to about Rs. 
9,64,13,000. These ‘big prizes’, constituting only 0.052% of 
the capital employed are indeed a good publicity gimmick. 


Pricing and Dividend Policy: 


In July 1978, the chairman of UTI announced that though ac- 
cording to the formula the current price of the Units would 
be Rs. 11.90, the special offer price was fixed lower, at 
Rs. 11.25 to attract fresh investments. 


Again, though a dividend of 10% could have been paid, UTI 
maintained it at 9% to avoid the embarrassment of having to 
manage a much larger volume of funds which a higher return 
would have induced. 


When a new investor buys a Unit at Rs. 11.25, he is essential- 
ly paying Rs. 11.25 for commodity which is worth Rs. 11.90. 
This is a clear profit to the new investor. When someone 
makes a profit, someone else has to make a loss. Who is the 
loser in this case? The answer is—the old investor. The 
value of his equity keeps on getting diluted as and when 
new investors join. This is unfair to the old investor. This will 


oo se N= 
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also be unfair to the new investor, since in a short while, he 
will also become an old investor. 


Again, UTl could have paid 10% dividend but actually paid 
9°%. The investor invests in Unit Trust of India only because 


he has implicit faith in its declared policies. UTI deviates 
from these policies. 


The present dividend (July 1982), in line with the general rise 
in interest rates, has been raised to 12.5%. We shall ex- 
amine the adequacy or otherwise of this raise a little later. 


Capital Appreciation: 


Over the last decade or so there has been a general in- 
dustrial growth in all spheres. The joint effect of this growth 
and the falling value of the rupee result in pushing the share 
prices up as Can be seen from the fact that the equity index 
as computed by ‘The Economic Times’ on the base year 
1969-70 is around 240 at present (mid-April 1982). This im- 
plies that your investment of Rs. 10 in 1969-70 in Units 
ought to have had a value of Rs. 24 even if the investment 
portfolio was average and not chosen by a team of experts. 
On the base of 1964-65, when UTI was incorporated, the cur- 
rent Unit price ought to have been even higher. In actual 
practice if the Unit holder were to sell a Unit in July 1981, he 
would get Rs. 11.40 only (repurchase price in July ’82). 


This is how the investor's capital has appreciated in Units! 


It is however necessary to realise that UTI has a dual respon- 
sibility of ensuring some capital appreciation, as wellasa 
reasonable dividend. It is therefore forced to strike an op- 
timal balance between growth shares (ordinary shares), on 
which the yield is low, and fixed yield scrips (preference and 
debentures) on which there is little capital appreciation. 
Again, investment in any one company (even if it has ex- 
cellent growth potential and simultaneously the yield is also 
good), is restricted to 5% of the funds of the scheme or to 
15% of outstanding securities of that company, whichever 
is lower. It has also a moral responsibility to build up 
something like a dividend equalisation fund. 


Dividend: 


ivi i the face 
Now, as regards dividend, the rate is 12.5% on 
value of Rs. 10 i.e. Rs.1.25 per Unit. But you can no more buy 
them at that value. The special offer price In 1982 was 
Rs. 12.00 and at that level a Unit holder effectively gets a 
return of 10.42% as 12.50 + 12.00 x 100 = 10.42. 
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Actually, the rate is even lower than this because of the dif.- 
ference of 60 paise between the sale price and repurchase 
price. For example, if you are forced to sell the Units back to 
UTI immediately after a year of their purchase. Your effec- 
tive dividend would be (1.25-0.60) = Re. 0.65 on an invest- 
ment of Rs. 12.00 which works out to 5.42%. Of course, if 
you hold on to your Units for a number of years this loss gets 
spread out. The shorter the period the higher the loss. 


Hence, the yields on the Reinvestment, Children’s Gift or 
Unit Linked Insurance Plans are bound to be lower than the 
yield on the Unit Scheme, 1964, as one is forced to incur a 
higher loss on dividends reinvested. 


Table 1 gives the effective dividend rates for Units 1964 as 
well as for Reinvestment or Children’s Gift Plans. The 
mathematical formulae are evolved in Appendix ‘H’ and ‘I’ 
respectively. 


Speculative Transactions: 


In the earlier editions of this book | had pointed out the 
feasibility of an alert investor earning interest at as high a 
rate as 19.1% by purchasing Units at the special offer price 
in July and selling them back to UTI next May. By this action, 
the investor sacrificed the dividend of 90 paise, but earned 
Rs. 1.70, this being the difference between the then 
prevalent sale price in July and repurchase price in May. 
This was a great advantage to an investor in the lower in- 
come group. On the other hand, exactly the opposite action, 
viz purchase of Units in May and their sale next August, was 
advantageous for an investor in higher income brackets. His 
short term loss could be set off against his other income 
whereas, the dividend from Units would be tax-free. 


This situation arose because (i) UTI’s deviation from the 
formula-price is not consistent throughout the year and (ii) 
the income equaliser is not consistent with the dividend 
declared. 


UTI has now taken effective remedial action. The right 
course, in my opinion, would have been to equate the sale 
price with the formula price and to keep the repurchase 
price at a marginally lower level. Only then would the Trust 


be trustworthy. 


In actual practice, UTI has increased the difference between 
the sale and repurchase prices. It has also reduced the dif- 
ference between the highest and lowest sale prices. Those 
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Unit holders who are in genuine need of funds lose a much 


higher amount whilst encashing their Units. Is this not an 
unfair action? 


Table 1 
EFFECTIVE DIVIDEND RATE ON UNITS 


Year Units Reinvestment 
% % 
1 5.42 4.90 
2 8.01 7.62 
3 8.89 8.54 
4 9.33 9.01 
5 9.59 9.29 
6 9.76 9.48 
7 9.89 9.61 
8 9.98 9.71 
9 10.05 9.79 
10 10.10 9.85 
15 10.26 10.04 
20 10.33 10.13 
30 10.39 10.23 
40 10.40 10.28 
50 10.41 10.30 





Note: This table is applicable only for: 
i. Dividend on face value of Units — 12.5% 


ii. Sale value of Units 1964 Rs. 12.00 
iii. Repurchase value of Units 1964 Rs. 11.40 


Why Buy Units? 


General. Income-tax and Wealth-tax concessions are 
available under section 80 L and section 5 of the respective 
Acts upto a limit, which the Finance Act, 1982 has revised 
upwards to Rs. 4,000 and Rs. 1.65 lakhs respectively. Over 
and above this general exemption, exclusive exemption 
available under Section 32 of Unit Trust of India Act, under 
Trust Laws (Amendment) Act, 1975 is also revised upwards 
upto Rs. 3,000 p.a. of income from Units and Rs. 35,000 of 
Wealth in terms of Units. There are no special concessions 
available for Gift-tax. Gifts of Units to children are on par 
with any other gift. 


All this essentially implies that about 2,600 Units protect 
you against taxes. But let it be clearly understood that one 
can turn to Units only after exhausting the better beneficial 
cover provided by PPF (or CTD) and NSCs-VI or Vil, which we 
shall deal with in subsequent discussions. 
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Again, let the word ‘tax-free’ not lure you. It may be more 
beneficial for you to earn taxable interest from an alternative 
plan and pay tax on the interest earned. What is left over 
may still be more than the ‘tax-free’ dividend from unit. 


Table 2 gives the break-even rates of interest before tax for 
various tax-slabs. The holding period is assumed to be over 
50 years. 





TABLE 2 
Income tax slab -Rs. Break-even Interest Rate 
Under 15,000 10.42 
15,000 — 25,000 15.55 
25,000 — 30,000 16.64 
30,000 — 50,000 18.60 
50,000 — _ 60,000 23.15 
60,000 — 70,000 24.65 
70,000 — 85,000 26.37 
85,000 — 71,00,000 28.34 
Over 1,00,000 30.64 


Let us have a look at the earning potential of UTI. 


UTI has the benefit of many professional wizards in in- 
vestment management on its pay-roll. 


2. UTI is treated as a ‘conduit’ company and hence is com- 
pletely exempt from paying any taxes including taxes on 
income and capital gains. It is entitled to receive 
dividends and interests without any tax deduction at 
source. 


3. UTI underwrites new capital issues and secures firm 
allotment in respect of such issues. The new entrants to 
the share market give an underwriting commission even 
when the issue is expected to get very heavily over- 
subscribed several times. 


4. UTI is in very close contact with Government policy 
makers, giant share brokers, big industrial houses and 
many financial institutions. 


5. UTI can influence and guide management policies of the 
companies in which it has large equity holdings, if 
necessary by getting a representation on the Board. 


6. UTI places funds through privately placed debentures. 
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7. UTI has started investing in fixed deposits with com- 
panies and other institutions. 


8. UTI invests in bridging finance which is to provide tem- 
porary accommodation to corporate borrowers by way of 
deposits with them against the loan sanctioned to them 
by term-lending institutions. 


9. Under the Companies (acceptance of deposits) Amend- 
ment Rules, 1978, companies accepting FDs are required 
to invest 10% of the amount of deposits maturing during 
the year in banks, Units or other approved securities. 
Moreover, under Section 80M of ITA, UTI is deemed to be 
a Company and hence 60% of this dividend income 
would be tax-free in the hands of companies. 


The objectives are very good, financial policies are ex- 
cellent, government support is superb and the use of this in- 
strument by the investing community is above the satisfac- 
tory level. The investible funds have risen to over Rs.523 
crores from the initial capital of Rs. 5 crores. Someone with 
great vision had launched on this project. His dreams have 
not yet been much translated into reality. Unfortunately, 
with all this at its disposal, UTI] manages to give an yield 
which in effect, is less than the yield of Scheduled Banks. 


In my personal opinion, this is a rather gloomy picture. 


All the potential is very much present. Most of it is obviously 
left untapped. It is very essential that UTI succeeds. It is very 
essential that it progresses. The entire nation’s growth and 
stability is closely linked with this. | sincerely hope that the 
multi-dimensional sales and publicity campaigns to make 
Units popular and attractive, for which the expenditure was 
Rs. 65.27 lakhs during the year 1980-81, has not hypnotised 


the management into thinking that all is well. 

Actually, much remains to be done for the investor, and 
much remains to be achieved for the investor. | am sure UTI 
will succeed in the near future, since basically it has the 


benefit of excellent management. 


As amatter of fact, in 1982, UT| ha 
sharing its gains with its Units ho 
tains the good show. 

Income Unit Scheme — 1982. | | 
UTI had introduced a new scheme called ‘Income Units 


nnual income of 12% 
Sch ‘ which ensured a growing 4 
for 1st year, 12.5% for 2nd & ard years, and 13% for 4th & Sth 


s taken a Quantum jump in 
iders. Let us hope it main- 
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years as also some capital appreciation at end of its 5 year 
term. The sales remained open only in May and June, 1982, 
with minimum investment of Rs. 2,000 and maximum being 
Rs. 10,000. Repurchase will be allowed after 2 years upto 
50% of the face value in 1 or 2 instalments at repurchase 
price which will be fixed from time to time by the Trust. At 
the end of the 5th year, net assets of the scheme would be 
distributed on a pro-rata basis to the participants. Thus a lit- 
tle capital gain may also be available at maturity. 


It was an excellent scheme, even better than the new 12% 
NSCs. 


Let us hope that UTI comes out with such excellent 
schemes in near future. 
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Investing in Public Provident Fund is a scheme par ex- 
cellence for saving taxes. Besides tax-rebate under Section 
80C, which lowers or eliminates tax and CDS liability, it of- 
fers tax-free interest of 82%. Balance held in PPF is totally 
exempt from Wealth-tax. It is an annuity of 15 years. The 
flexibility of contributing any amount ranging from Rs. 100 | 
to Rs. 30,000 during a financial year is without a parallel. | 
Though its real usefulness starts when the taxable income 
goes beyond the taxable level, persons at lower income 
levels will find advantage in operating the account with an 
annual contribution of Rs. 100 only. When their income 
rises, they will have an account which matures early. 


PPF is a must for every tax payer—even for a salaried 
employee who enjoys benefits of the company’s RPF. 


A salaried employee normally enjoys the many benefits of 
Provident Fund statutorily required to be maintained by his 
employer. With a view to extending at least some of the | 
benefits to the general public the Central Government fram- 

ed this statutory scheme under provisions of Public Provi- 

dent Fund Act, 1968. Even salaried employees can take ad- 

vantage of this scheme. 


As explained in our discussion on annuity, this is an annuity 
Of a term of 15 years, requiring 16 contributions. Branches of 
State Bank of India and its subsidiaries have been designed 
as ‘Accounts Offices’ under the scheme. From 1st January 
1979, it is possible to open PPF accounts at head post of- 
fices, 


a 


Let us examine the advantage of the scheme. 
Tax Concessions: 


a Under Section 10(11) of Income-tax Act, 1961, interest 
earned is completely exempt from tax. The current rate of 
interest is 8Y2%. 


b. Under Section 80C of Incore-tax Act, 1961, annual 
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subscription to PPF upto a limit of Rs. 30,000 qualifies 
for deduction from taxable income. It is necessary to 
note that the Finance Act, 1982 has raised the limit of 
Sec. 80C to Rs. 40,000 but left untouched that of PPF at 
Rs. 30,000. | sincerely hope that, in near future, the 
anomaly would be rectified as was done under identical 
situation arising out of the Finance Act, 1978 raising the 
limit of Sec. 80C from Rs. 20,000 to Rs. 30,000. The ceil- 
ing of PPF was correspondingly raised on 9th March 


1979. 


c. Under Section 5 of Wealth-tax Act, 1957, the investment 
qualifies for Wealth-tax exemption. This exemption is in 
addition to the general limit of Rs. 1.65 lakhs, and the pro- 
vision of Section 5(3) requiring the asset to be held fora 
period of at least 6 months is not applicable to PPF. 


Partial Withdrawals: 


During the term of the scheme, 3 withdrawals in all are per- 
mitted. The 1st in or after the 7th year, the 2nd in or after the 
11th year and the 3rd in the 15th or 16th year. You cannot 
make two withdrawals during the same year. The amount 
you are entitled to withdraw is upto 50% of the amount to 
your credit at the close of the 6th year immediately 
preceding the year in which the withdrawal is made. 


This facility is primarily provided to increase the liquidity of 
the investment for you. You are entitled to use the 
withdrawn amount for any purpose whatsoever. / repeat — 
any purpose whatsoever. 


‘Any purpose whatsoever’ includes reinvestment in PPF. Am 
| suggesting that you withdraw a certain amount of money 
from the account and reinvest the same amount in the same 
account? Does this appear ridiculous or preposterous (or 
both)? The answer lies in the fact that on all your deposits 
you get the benefit of tax-rebate under Section 80C. When 
you withdraw a certain sum as per PPF rules, the tax benefit 
which was given when you originally deposited the money, 
is not withdrawn. Thus, here is a chance to enjoy additional 


tax benefit. 


To get an authentic answer, | went to the Directorate of 
Small Savings, Finance Department, Government of 
Maharashtra in Bombay. They were kind enough to give me 
an audition and subsequently obtain a reply for me from the 
National Savings Commissioner in Nagpur. It is understood 
that under the present PPF rules one can enjoy this addi- 
tional benefit. 
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Personally, | do not advise you to take this peculiar advan- 
tage since the Income-tax rules require the contribution to 
PPF to be made from assessee’s income which is 
chargeable to tax. Amount withdrawn from PPF is not in- 
come and hence you may have difficulty in proving to your 
ITO that the withdrawal is used by you for your consumption 
and that the redeposit is from you earned income. 


Moreover, some of the investors may actually lose by 
withdrawing and redepositing. An instance of such an in- 
vestor is one whose income is Rs. 65,000 p.a. and has saved 
from it as much as Rs. 25,000. Section 80C gives him rebate 
upto Rs. 19,500 (30% of Rs. 65,000), bringing down his tax- 
able income to Rs. 53,000. However, PPF permits him to con- 
tribute upto a limit of Rs. 30,000. Tnen the investment 
beyond Rs. 19,500 would earn 8% % tax-free interest which 
alone works out to be 18.89% gross (see Table 2) at his level 
of taxation. Since such high returns are not available 
anywhere else he should deposit the entire amount of 
Rs. 25,000 in PPF. Withdrawals in such a case would force 
him to invest the withdrawn amount elsewhere at lower 
yield. There are other instances where the investor does not 
benefit. So, be careful. 


Table 1 explains how your money grows when you invest 
Re. 1 per year. The dates on which you get entitlement to 
various facilities are also given alongside. The account is 
assumed to be opened on 31st March 1982 and closed on 1st 
April 1997. 


The 4th and 5th columns in the table indicate to you that the 
1st withdrawal of Re.0.5000 can be made by you on 1-4-1987. 
If you do not avail yourself of this facility, next year you may 
withdraw Rs. 1.0425. You are entitled to the 2nd withdrawal 
on 1-4-1991 if you have availed yourself of the 1st withdrawal 
by this time. Otherwise, you may make the 1st withdrawal on 
this date. 


Table 2 gives break-even interest rates for PPF. 
The mathematical formula is evolved in Appendix ‘K’. 


It may be recalled that the break-even rate of interest is the 
interest offered by a financial plan which is similar in all 
respects to the plan under consideration, but attracts no tax 
concessions either on interest or on annual contributions to 
this plan. 


For better clarity of Table 2 we shall take the case of an in- 
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vestor with an income of Rs. 45,000 p.a. having no other in- 
vestment under Section 80C. From Table 2 we conclude that 
his contribution of PPF is equivalent to his investment ina 
similar plan giving him about (i) 27% yield upto a contribu- 
tion of Rs. 6,000, (ii) 20% % yield upto a further contribution 
of Rs. 6,000, (iii) 191% % yield upto an additional contribu- 
tion of Rs. 1,500 and finally, (iv) 151%4% yield on the next 
contribution of Rs. 16,500. 


TABLE 1 
PPF — CONTRIBUTION & WITHDRAWAL 





Financial year Balance on Withdrawal Permitted 
Year 1.4 to 31.3 31.3 No. Amount 
1 81—82 1.0000 : 
82—83 2.0850 
3 83—84 3.2622 
4 84—85 4.5395 
5 85—86 5.9254 
6 86—87 7.4290 
7 87--88 9.0605 1 0.5000 
8 88—89 10.8306 1 1.0425 
9 89—90 12.7512 1 1.6311 
10 90—91 14.8351 1 2.2697 
11 91—92 17.0961 1.2 2.9627 
12 92—93 19.5493 ee 3.7145 
13 93—94 22.2109 1,2 4.5302 
14 94—95 25.0989 12 5.4153 
15 95—96 28.2323 1,2,3 6.3756 
16 96—97 31.6320 1,2,3 7.4157 
Table 2 


Break-even Rates of Interest — PFF:CTD 


Applicable To: F.Y. 1982-83 
A.Y. 1983-84 


iIncoME UNDER 15,000 25,000 30,000 50,000 60,000 70,000 85,000 over 
to to to to to to to 
SLAB Rs. 15,000 25,000 30,000 50,000 60,000 70,000 85,000 1,00,0001,00,000 


TAX 
RATE-% NIL 33.00 37.40 44.00 55.00 57.75 60.50 63.25 66.00 











TAX REBATE 
100% 85 19.59 22.20 27.06 39.09 43.28 4818 53.94 60.82 
50% P — 15.83 17.44 20.34 27.18 29.47 32.08 3510 38.61 
40%P — 15.16 16.60 19.21 25.32 27.35 2967 32.35 35.47 
NIL F — 1269 13.58 15.18 1889 2012 21.52 23.13 25.00 

TAX REBATE 
100% 7.25 21.28 2467 31.03 47.03 52.68 59.21 67.15 76.55 
50% C — 15.55 17.39 20.73 2864 31.29 34.33 37.84 41.94 
40% T — 1454 16.13 19.02 25.80 2807 3066 3365 37.13 
NIL DO — 1082 11.58 12.95 16.11 1716 1835 19.73 21.32 
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Uneven Subscription 


The table giving ‘Contributions an 
plains one peculiar and very benef 
this table we find that the maturit 
nuity of Re. 1 is 31.6320. This is h 
value obtained from Table-I| at th 
SO because the number of contri 


nuity are not 15 (as is the usual Case) but 16. The last con- 
tribution can be made any time during the 16th financial 
year, even on the last day of the year. In that case the whole 
account gets matured on the very next day. The last con- 
tribution in that case, does not earn interest, but the ac- 
count holder is entitled to claim tax rebates on all contribu- 


tions, the first as well as the last, even though the last con- 
tribution is outstanding Only for one day. 


Moreover, PPF allows you to vary the amount of your con- 
tribution form year to year!!! 


d Withdrawals’ of PPF ex- 
icial feature of PPF. From 
y value of this 15-year An- 
igher by 1 than the actual 
€ end of this book. This is 
butions for this 15-year an- 


The minimum contribution accepted is Rs. 100 and max- 
imum is Rs. 30,000. Your first contribution is locked up for 
15 years, if you make your contributions on the last day of 
the financial year, whereas your last contribution for one day 
only. You may therefore go slow in the beginning and in- 
crease the quantum of your contribution towards the later 
part of the scheme. 


Also, it is quite possible to experience financial stresses 
during some years whereas there may be windfall gains dur- 
ing other years. PPF is a very convenient scheme for taking 
care of such fluctuations. Schemes requiring prefixed con- 
tributions at regular intervals unnecessarily put undue 
pressure on the investor in both kinds of situations. 
Therefore | personally do not like the concept of compulsory 
Savings. Do You? In all aspects of life, whether they are con- 
cerned with investment or not, | prefer self-imposed 
discipline to compulsion, because of the flexibility it allows. 


Loans: 


You are entitled to a loan in or after the 3rd year of opening 
the accounts, for an amount upto 25% of the balance to your 
Credit at the end of the 2nd preceding financial year. The 
loan is repayable in 24 months and the interest rate is 1% 
p.a. (effectively 92%). After the first loan is fully repaid with 
interest, you may obtain a second loan. No loan is given 
after the end of the 6th financial year, when however, the 
withdrawal facility begins. 
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Referring to Table 1, you notice that you may take a loan of 
Re. 0.2500 during the 3rd year, Re. 0.5212 during the 4th, Re. 
0.8155 during the 5th and finally Rs. 1.1349 during the 6th 
year. This facility only increases the liquidity of your money. 
It is a wise policy to avoid taking loan since the 92% in- 
terest is paid out of your non-taxable interest. 


Miscellaneous: 


1. You may close the account on completion of the term. By 
this time, you may be near the age of retirement and 
hence unwilling to open another account committing 
yourself for 15 additional years. You are allowed to con- 
tinue beyond 15 years without any loss of benefit. Once 
you have opened an account, it is prudent policy not to 
close the account unless you need the money, since you 
do not get Wealth-tax benefit on closed accounts. 


2. PPF account is not subject to attachment under any 
order or decree of a court. 


3. Inthe event of the death of a subscriber, the amount stan- 
ding to his credit is repaid on demand to his nominee or 
successor. However, the balance, if undrawn, will con- 
tinue to earn tax-free interest. 


4. An individual can open only one account in his own 
name. As a guardian, he is allowed to open an account on 
behalf of a minor. Contributions out of assessee’s tax- 
able income to PPF standing in the names of assessee’s 
wife* and minor children also qualify for deductions 
under Section 80C. Under such situations, he gets almost 
the same benefits as given by LIC policies under ‘Married 
Women’s Property Act’. LIC however covers life whereas 
PPF gives higher yield. However, when the child 
becomes major, no such deductions can be availed of by 


the parent. 


5. Incase the investor fails to subscribe even the minimum 
deposit of Rs. 100 required to keep the account running, 
he may be asked to make good the deficit and pay a 
nominal interest of 1% p.a. failing which, the account 
would be discontinued. The investor will get deposits at 
the end of the term with accrued interest for the full term. 


6. Your account gets credit from the date of presentation of 


*The word ‘spouse’ in the previous edition is replaced with ‘wife’ since ItIs 
not clear whether wife's contribution to her husband's PPF qualifies for 


deduction under Sec. 80C. 
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your cheque. Normally, there isa2to4 days gap between 
the presentation and realisation of a cheque. Thus, you 
may give the cheque on 31st March and not lose interest 
for the month on your savings bank account. 


7. The subscription, which shall be in multiples of Rs. 5, 
may be paid into the account in one lump Sum or in in- 
Stalments not exceeding twelve in a year. Interest is 
calculated on the lowest balance in the account between 
the close of the 5th day and the last day of every month 
and is credited to your account at the end of each finan- 
cial year i.e. on 31st March. Some investors like to have 
some form of compulsory monthly savings whereas 
others like to enjoy as much liquidity of funds as possi- 
ble. This facility is convenient to both the types. In- 
vestors in higher tax brackets, i.e those for whom 812% 
tax-free interest alone is attractive, should in any case in- 
vest the maximum possible amount as early as possible. 
This entire treatment, for ease of computations, assumes 
that you make all contributions on the last day of the 
financial year and all withdrawals on the first day. It must 
be clear to you now, that you should make your contribu- 
tions during the first 5 days of the month so that you do 
not lose any interest. 


| would like to draw your attention to one more point before 
winding up discussion on the subject. 


If you are a salaried employee any ‘Registered Provident 
Fund’ maintained by your employer to which the Provident 
Fund Act, 1925 applies or which is a ‘Recognised Provident 
Fund’ within the meaning of Clause 38 of Section 2 of 
Income-tax Act, normally permits you to increase your con- 
tribution beyond statutory limits by a certain Margin. It is 
more beneficial for you to increase your contribution in this 
rather than in PPF, if the yield in RPF is higher. Moreover, if 
you are near retirement, you will unlock your contributions 
to RPF much earlier than in PPF. Contributions to RPF, 
however, cannot exceed 1/5 of the total salary or Rs. 10,000 
whichever is less. 


In my personal opinion, PPF is an excellent eee os 
position — much better than any others | know of. | N : 
the only reason for its lack of popularity is the Hera o 
publicity. As a matter of fact (in the community of enlig en- 
ed and well-informed investors), good investment plans 
should be able to sustain on their own without any publicity. 
Otherwise, the investor is made to bear the cost of publicity. 
It is possible that in very near future the rate of interest Is 
raised to 9% to attract further investments In PPF. 
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This article, published in Indian Express on 10th October, 
1978, was not originally written for this book. Mr. Suresh 
Kumar, Dy. Secretary to the Government of India and Direc- 
tor of Small Savings and State Lotteries, ina communication 
had requested me to give ‘detailed working of high percen- 
tage of interest’. 


Similar query was also received from Mr. Madhav Kumar, 
Regional Director, National Savings, Ministry of Finance. 


‘61% yield per annum on my investment? Impossible!! Pro- 
ve this to me”. This was the reaction of a good friend of mine 
who is an eminent doctor, extremely proficient in his own 
line of specialisation, earning an income of over Rs. 112 
lakhs every year. Understandably, he is not well versed in the 
mathematics of finance, involving symbolic representation 
in terms of ‘X’ and ‘Y’. Because of a few unfortunate ex- 
periences in the past, he has come to realise the danger of 
being allowed to be guided by the publicity material or by 
the agents of various financial institutions. He was now very 
happy at having a decision-oriented, trustworthy, and 
therefore, dependable source in my book. But ‘61% yield’ 
left him nonplussed and made him lose faith in me. 


Well, let me make an honest attempt to regain his faith. We 
shall first have a good look at the following three sections of 
‘Income-tax Act, 1961’. 


Section 10: Income arising out of investment in certain 
specific schemes which include PPF is completely free of 
tax. In order to prevent persons taking undue advantage of 
such facilities, there are some investment ceilings imposed 
on each individual investment plan. You cannot invest more 
than Rs. 30,000 every year in one account under PPF and you 
cannot have more than one account in your own name. 
However, you are allowed to open an account in the name of 
your wife or on behalf of a minor child. The various tax 
benefits will be enjoyed by the person from whose income 
the contributions are made. ‘ 
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Section 80L: Aggregated income from investment in shares, 
Scheduled Banks, some Post Office Small Savings 
Schemes, Units of UTI etc., up to Rs. 9,000, is exempt from 
Income-tax. Income from PPF is entirely free from tax under 


= nae 10 and is not limited upto Rs. 9,000 under Section 


Section 80C: Subscriptions paid out of income chargeable 
to Income-tax to the following qualify for deductions from 
taxable income. (1) Life Insurance Premiums: (2) Recognised 
Provident Fund; (3) Family Pension Scheme; (4) Cumulative 


Time Deposit; (5) Unit Linked Insurance Plan and (6) Public 
Provident Fund. 


The aggregate amount in all these schemes qualifying for 
deductions is subject to a ceiling of 30% of gross total in- 
come or Rs. 40,000 whichever is lower (40% or Rs. 60,000 for 


authors, artists, musicians, playwrights, actors, sportsmen 
or athletes), 


Amount of deductions allowed is as follows: 
100% of the first Rs. 6,000; 

50% of the next Rs. 6,000 and 

40% of the balance qualifying amount. 


Let us have a close look at this particular section. 


Suppose my doctor friend was impressed by PPF so much 
that he opened two accounts, one in his own name and one 
on behalf of his minor son and started contributing the max- 
imum possible Rs. 30,000 to each account. He has no other 
investments in LIC, ULIP etc. His total contribution is Rs. 
60,000. The amount qualifying for deductions is Rs. 40,000 
whereas, the actual amount allowed to be deducted is Rs. 
20,200 (100% of Rs. 6,000 etc.). Since he is paying tax @ 
66% on his income over rupees One lakh, the actual savings 
in tax is Rs. 13,332. 


He does not get any additional rebate on his investments 
over Rs. 40,000 per annum. But he has invested Rs. 60,000. 
Does this mean he is crazy? The answer is ‘NO'*. Let us see 
why. 


Suppose the doctor is able to get from some other source as 
high a return as 24% on his investment. It is impossible to 





*For clarity of understanding, | have ignored the aspects of Gift-tax and the 
associated clubbing provisions. When these are considered, one gets an 
entirely different answer as was found in Our discussion on Gift-tax. Again, 
expert opinions differ on whether the amount qualifying for rebate would be 
taken as Rs. 30,000 or Rs. 40,000. 
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find a safe and sound source giving this return but all the 
same he is able to get an interest of Rs. 24 on an investment 
of Rs. 100. This is taxable and therefore he pays a tax of Rs. 
15.84 (66% of Rs. 24) on the same and retains Rs. 8.16 with 
him. The same investment in PPF earns him Rs. 8.50. 


In other words, even when the benefit of tax rebate is not 
taken into account, the return works out to be more than 
24%. Let us now consider the effect of the tax-rebate. 


| shall take this opportunity to switch the example from the 
income of Rs. 1% lakhs (66% tax) to the income of Rs. 
45,000 (44% tax) since many of my other friends belong to 
this group. At this level of income, the break-even rate works 
out to 27.06% instead of 60.82. 


Suppose an investor in this group is able to save Rs. 
1,785.71. Now imagine that there is a financial investment 
scheme — Plan ‘A’ — which offers 27.06% interest but no 
tax rebate is available on the investment. If the investor 
chooses to invest in Plan ‘A’, he has to pay a tax of Rs. 
785.71 (44% of Rs. 1785.71) and is therefore able to invest 
only Rs. 1,000. If, however, he chooses PPF, he does not 
have to pay any tax and is therefore able to invest the full 
amount of Rs. 1785.71. 


Table 1 proves that Plan ‘A’ and PPF are equivalent. The 
maturity value of both the plans is the same. It must be 
clearly understood that this 27.06% equivalent interest rate 
before tax (alternatively called as break-even rate) is valid on- 
ly upto a contribution of Rs. 6,000. Upto this limit, 100% tax- 
rebate is available. Thus, if the total income is Rs. 45,000, 
the amount qualifying for deduction is Rs. 13,500 (30% of 
Rs. 45,000). The break-even interest rate on the contribution 
of the first Rs. 6,000 is 27.06%. Beyond this, additional con- 
tributions of Rs. 6,000 attract only 50% tax rebate and hence 
the break-even rate reduces to 20.34%. Still beyond, con- 
tributions of Rs. 1,500 attract only 40% tax rebate and the 
break-even rates becomes 19,21%. Further. any contribu- 
tions over Rs. 13,500 attract a rate of 15.18% which works 


out to 812% after the tax. 

Similar break-even rates as applicable to other income 
groups and rebate slabs are given in Table 2 of the 
preceding chapter. 


Remember that all these computations have not taken into 
consideration any savings in Wealth-tax and also the reduc- 


tion in CDS liability. 
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If you had asked yourselves and got the truthful (and unsen- 
timental) answer to the question: ‘Do | need a life-cover?’ | 
am sure that most of you would not have touched LIC 
policies with a pair of tongs. The cover has an associated 
cost. Do not buy any commodity you do not need. It is true 
that on your premature death, your family will have more 
money with the cover than without it. But having an in- 
surance policy with such a possibility in mind amounts to 
speculation if the family can look after itself without this ad- 
ditional money. 


Insurance is like a life saving pill. When you need it, you 
must have it, irrespective of its cost. But if you do not need 
it, the same pill may do untold harm. 


In India, the poor just cannot buy the cover because of 
endemic inflation coupled with the high cost of insurance, 
inspite of recent revisions in premium rates. The rich do not 
need it. It appears to me that the Government is using LIC to 
fill its own coffers by withholding from the policy holders, 
benefits which could have been given otherwise. 


There was not, there is not and there will not be any 
substitute for life insurance. We are all mortals. The one and 
only inescapable fact of life is that one is definitely going to 
die sometime or the other. Maybe death is lurking round the 
corner, and may take its toll tomorrow or if it is kind enough 
it may allow you to be a centenarian. No one knows when 


this contingency will occur. 


Here again, let me narrate a story. A well-known, respectable 
and able astrologer-cum-palmist once met a rather young 
friend of mine. After studying his horoscope and palm for 
over an hour, the astrologer grimly told my friend to be 
prepared for the worst in the near future. My friend naturally, 
was panicky and looked at the old man for solace. ‘‘Destiny 
is destiny, who can change it?” He was of no help at all. But 
the old man was also an agent of LIC. This was really conve- 
nient. In this area, he could help — and how!! My friend is 
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no longer young, looks older than he actually is and | strong- 
ly feel that this is more due to the stress and strain of paying 
the heavy LIC premiums. This leaves very little for himself 
and his family to look after their present needs. In his effort 


to provide for the future of his family he has robbed them of 
their present. 


If this story gives you an impression that | am against life in- 
surance (Or astrology) you are wrong. The one and only 
means of providing security against contingency for your 
near and dear ones is life insurance, and most of you will 
give this aspect primal consideration in your life. Therefore 
in case of LIC, the yield on investment is of subsidiary im- 
portance. Similarly, the compulsory savings aspect is only 
of psychological value and | am not sure that any investor 
needs such a compulsion. The ‘cover’ over-rides all other 
considerations. | am only against over-insurance and ex- 
cessive protection. This is self defeating. 


| admit that the above story is concocted by me only to 
stress this point. Whenever | buy anything, | desire to know 
the cost of what | buy and weigh this against the benefit | 
derive. Here | am buying a ‘life cover’ and desire to know its 
cost. 


LIC was using premium rates based on mortality tables 
Originally constructed by Oriental Life Insurance Company 
based on the mortality experience of 1925-35 as modified by 
LIC with their experience of the years 1954 and 1955. Thanks 
to the meteoric advancement in medical science and better 
awareness among the people regarding health and hygiene, 
the mortality rate has reduced so drastically that the actual 
number of deaths during 1976-77 was only 42% of LIC’s 
estimated strain of deaths. Again, LIC’s net yield on invest- 
ment, in spite of their bias towards the socially oriented sec- 
tor, increased from 3.74% in 1957 to 7.49% in 1977 whereas 
the yield assumption for valuation increased from 3.12% in 
1957 to only 3.78% in 1977. 


Thanks to a tirade of agitation and representation by Prof. 
Manubhai Shah, executive trustee of the Consumer Educa- 
tion and Research Centre, Ahmedabad, against ‘mono- 
polistic, monolithic’ LIC’s insensitive and callous attitude 
towards passing the benefit of significant improvements in 
mortality rates and return on invesments to policy holders, 
LIC relented to give higher bonus and Cut premium rates for 
new policies taken on or after 1st April, 1980. 
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The present bonus rate is Rs. 35 per Rs. 1000 sum assured 
for with-profit whole life assurance and Rs. 28 in case of 
with-profit endowment policies. The reduction in premiums 
for non-profit policies ranged from 8% to 31% for whole life 
plans and9% to 17% for endowment assurances. For with- 
profit policies the cut was upto 23% under whole life and 
5% under endowment plans. There were, however, marginal 
increase of upto 5.8% in premium rates of Money Back 


policies. 


Old policy holders would continue to pay at old rates but 
would be compensated with a higher final additional bonus 
of Rs. 3 per Rs. 1000 sum assured for each year, subject toa 
maximum of Rs. 90 per Rs. 1000. This bonus entitlement is 
only for policies with a term of 15 years and more. The quan- 
tum of future additional bonus will be decided at each valua- 
tion. It is pertinent to note that the corresponding bonus 
rates on postal life insurance policies are Rs. 40 for whole 
life and Rs. 31 for endowment. Premiums are also substan- 
tially lower. 


A good investor should not fall into the trap of feeling that 
now LIC has become an attractive investment avenue. The 
cost of cover is definitely lower than what it was earlier but 
there is still a cost involved. There is no reason to change 
your basic policy that if you do not need a commodity, do 
not buy it. If you do, you will have to bear the cost of cover. 
Let us now have a good look at the cost involved through the 


following example. 


A sample of LIC pamphlet appears on pages 138 and 139. 
The pamphlet uses the then existing rates for (i) premium 
(ii) bonus (iii) bank interest and (iv) Income-tax. . 


| have chosen this ‘Money Back Policy’ (MBP) for two good , 
reasons. The first one is to illustrate the rather misleadifig 
kind of LIC publicity. The second reason is that this’LfC 
policy is the most coveted one—so much so that LIC chose 
to increase the premium rates on this plan when the rates on 
all the other plans were reduced. It is claimed that the advan- 
tage to the policy holder was already too much in terms of 
survival benefits paid periodically by LIC. 


Let us examine this ‘AMAZING INSURANCE POLICY’ in 
greater details’. 


PPF is in many respects identical with MBP. The term of 
both the plans is 15 years. Both gives tax-free yields. 
Moreover, tax rebates on annual contributions are identical. 
PPF does not cover life but LIC does. Therefore, the dif- 
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ference between the yield of PPF and LIC is the cost of life- 
cover. Let us evaluate it. 


The Maturity Value of MBP taking into account the after-tax 


interest secured at bank rate on periodic instalments by LIC 
works Out to Rs. 92,033. 


In case of PPF, maturity value of the 15 contributions at the 
then existing interest rate of 7%2% is given by:— 


3,973 x 28.0772 = Rs. 1,11,551 


The 16th contribution can be made just one day prior to the 
maturity date, thereby giving an additional tax-rebate on 
Rs. 3,973. The additional saving in tax is given by 


3,973 x 0.345 = Rs.1,371 since the marginal tax rate was 
34.5% 


We also know that partial withdrawals can be made in the 
7th, 11th and 15th year of the term of PPF. If we withdrew the 
maximum amounts possible and invested these in a 
scheduled bank, as we did in case of MBP, the additional 
after-tax interest works out to Rs. 4,233.29. 


All this adds up to Rs. 1,17,155 which is higher than the 
returns from MBP of Rs. 92,033 as indicated in the pamphlet, 
by Rs. 25,122. The corresponding figure in the present con- 
text with current premium of Rs. 4,185, bonus at Rs. 28, bank 
interest at 10% compounded quarterly, income-tax at 
37.4%, PPF interest of 82% and exemption limit under Sec. 
80L of Rs. 4,000, works out to Rs. 33,579. 


Now, we shall bring the tax aspect into consideration. The 
quantum of benefit under Section 80C is identical and hence 
Still can be ignored. The quantum of tax-free interest, 
however,.is not the same. The survival benefit, i.e. the dif- 
ference in interest between PPF and LIC is Rs.33,579 tax- 
free. 


Thus the investor, referred to in the LIC pamphlet, having an 
income of Rs. 30,000 loses Rs. 53,641 for having taken Rs. 
90,000 ‘Money Back Policy’ instead of investing the cor- 
responding amount in PPF. 


This is the cost of the cover. 


accepted principle that the periodic instalments received are invested at 
the same rate of interest as that of the policy. The Taxation Department of 
LIC in their Supplement to Yogakshema entitled ‘Tax Laws and Life In- 
Surance carried out their analysis on the same lines. Protests of one of my 


valued readers, Mr. R.V. Bapat, suggested the above approach for better 
conviction. 
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AMAZING INSURANCE POLICY 


Life insurance has always been 


UNIQUE ADVANTAGES 


a good investment. This is more so now with the all-time high bonus 


declared at the latest valuation. The Money Back Policy recently devised by the Corporation offers useful 


plete Insurance protection right through. Thus It fulfils follow- 


sums of money at frequent intervals plus com 
ing objectives : 


@ Regular instalment Payments before Maturity 
@@ Full Insurance Protection throughout 
@e@e@ Safe Investment with attractive yield. 
@e@e@ Wealth Tax and Estate Duty gains 


Once you go through the figures below, you will be convinced that the Money Back Policy will be 


a golden investment for you. 


Rs. 30,000 


Annual income es 


Plan and Term 


Money Back Policy for 15 years 


Sum Assured .. Ks, 50,000 

Age . 35 
Annual Premium at ve .. As, 3,973 
Less income-tax relief oe .. Rs, 1,371 
Annual investment . Ra. 2,602 
Investment in 5 years se ee so .. As. 13,010 
First payment under the policy at the end of 5 years .. Rs. 12,500 (A) 
Investment in che next 5 years . Rs. 13,010 
Second payment at the end of 10 years Rs. 12,500 (B) 
Investment in the last 5 years of the policy . . As, 13,010 
Sum Assured on maturity ed os o4 Rs, 25,000 
ie current as “ Rs. o per nee: Rs, 15,000 

ee 

Amounts (A) and (B) accumulated at 10%, compound Rs. 52.033 


interest (bank rate) less Income-tax on interest 
Total .. 


Viewed as a mere investment, 
of 15.5% before tax. 


The higher the income, the 
would show a net yield of 12.5%, 


——— 


39,030 Rs. 92,033 


this policy gives a net yield of 10.1% compound interest, |. e., a yleld 


betcer is the yield. A similar calculation for an income of As. 40,000 
|. e., a yleld of 23.1% before cax. 
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Let us view the investment from yet another angle. 


Total Investment In first 
Syears. .- .. Rs. 13,010 
Less Survival Benefit payable 


at the end of 5 years. Rs. 12,500 
Net investment at the end 

of S years.. -. Rs, 510 

Investment in next 5 years. .. Rs. 13,010 


Total Investment in !O years... Rs. 13,520 

Less Survival Benefit at the 

endof lO years... Rs. 12,500 
Total investmentat che ond. 

of 10 years. .. . Rs. 1,020 

Investment isturther S years. As. 13,010 

Total investment atthe end 

of |S years. _ | +e Rs. 14,030 

Balance Sum Assered payable 

at the end of 15 poms on 


maturity. . se Rs, 25,000 
Bonus at the current rate 
Rs. 20/- per thousand per year. Rs. 15,000 





As against .. Rs. 14,030 Rs. 40,000 





Over and above the attractive Investment pro- 
position, is the life cover of Rs. 50,000 which Is FREE- 
a protection which is invaluable and which a life 
insurance policy ALONE can provide. 


In the event of death at any time within the IS 
years term, the full Sum Assured of As. 50,000 plus 
accrued Bonus is payable without any deduction or 
adjustment for the amount that may have been pald 
earlier by way of Survival Benefits. 


@ Bonus now stands increased to an 
all time high of Rs. 20/- per thousand 
per year for Money Back Policies. 


@ Claim Concession Clause revised to 
offer better family protection through 


Insurance Cover. 
OSs 16,000 12.77 
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For the benefit of investors belonging to different income 
slabs, the following table* gives the corresponding costs if 
the policy holders survive the term of the policy. 


| have dropped from this table comparative figures for in- 
dividuals with income of less than the taxable limit. In their 
case, comparison with 15% company deposits will be more 
pragmatic than with 872% PPF. | shudder to work out the 
cost involved in case of such individuals and my heart 
weeps for them when | realise that it is they who may acutely 


need the cover. 


COST OF COVER FOR ‘MONEY BACK POLICY’ IF THE 
POLICY-HOLDER SURVIVES THE TERM OF POLICY. 


Sum Assured: Rs. 50,000 Age: 35 years 


Annual Premium: Rs. 4,185 


Bonus per 1000: Res. 28 (latest) 
Rate of Interest (Banks): 10% p.a. compounded quarterly 


Tax Exemption U/s 80 L: Rs. 4,000 (latest) 
PPF Rate of Interest: 812% p.a. (1-4-1981) 


NN 


Rate 


Tax Slab of M.B.P PPF Net Diff. Gross Diff. 
Tax 
Rs. % Rs. Rs. Rs. Rs. 
15,001 — 25,000 33 99,410 1,32,836 34,426 49,890 
25,001 — 30,000 37.4 99,327 1,32,906 33,579 53,641 
30,001 — 50,000 44 99,203 1,33,012 33,809 60,373 
50,001 — 60,000 55 98,999 1,33,190 . 34,191 75,980 
60,001 — 70,000 57.75 98.948 1,33,235 34,287 81,153 
70,001 — 85,000 60.5 98,897 1,33,280 34,383 87,046 
34,478 93,818 


85,001—1,00,000 63.25 98,847 1,33,325 
Over — 1,00,000 66 98,796 1,33,371 34,575 1,01,691 


* My earlier analysis had assumed the same tax-free difference for all 
slabs. For greater accuracy, it is necessary to recompute the difference, 
from basic figures for each slab. | am thankful to one of my valued 
readers and now my friend Mr. V.K. Kamath for, not only this but many 
other suggestions. He has a better command than | have over 
mathematics of finance. This table was entirely prepared by him for this 


edition. 


Another Example: | 

Let us now examine the cost of cover in the following situa- 
tion for which the premium rate has been reduced by as 
much as 16.6% — possibly the highest in the case of En- 


dowment Policies. 
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fea Endowment Assurance (without-profit) 
ge 





20 years 
Term 25 years 
Rs. 
Premium per Rs. 1,000 sum assured 27.90 
Less: Reduction for yearly mode of payment 0.75 
Sum assured of 25,000 and over 1.00 
Actual Premium 26.15 


The maturity value of an annuity of Rs. 26.15 fora term of 25 
years, with an interest rate of 82% works out to Rs. 2,232. 
The LIC policy yields only Rs. 1,000. This means that policy 
holder having an annual income of Rs. 30,000 would lose Rs. 
1,232 after tax (Rs. 1.968 before tax) per Rs. 1000 sum 
assured, if he survives the term of the policy. This analysis 
does not take into account the benefit of 16th contribution 
to PPF. It would indeed be tragic if he does survive. | shud- 


der to imagine the situation prevalent before the revision of 
premiums. 


Term-Insurance: 


LIC preaches to the prospect not to consider it as an instru- 
ment of investment, but it is rather unfortunate that LIC 
itself does not follow what is preaches. It mixes up security 
with investment and leaves little option open to the pro- 
spect other than buying the mixed product. True insurance 
(called in American context as ‘term insurance’), covers the 
policy holder, for a desired number of years, against death, 
accident, disability etc. It does not have any maturity, paid- 
up, Surrender or loan values. On occurrence of contingency, 
the beneficiary gets the sum insured but on survival the 
policy holder gets nothing. 


LIC also offers term insurance, but it is available only to (1) 
males (2) persons under 40 years of age (3) first class lives 
on the basis of medical examiner's report (4) persons not 
having hazardous occupation and finally (5) employees in 
Government, semi, quasi-government firms or in a reputable 
firm but not persons in armed forces. | wonder how many of 
US Can qualify for the term insurance. Again, policies under 
this plan are issued for a period of 5,6 or 7 years only. Term 
insurance is also available in the form of group insurance 
where 200 or more persons are covered together. Unfor- 
tunately, there is a ceiling on the sum assured and it is only 
Rs. 10,000 per person. All these constrictions take term in- 
Surance out of the reach of most of us. 
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Tie-up sales: 


Some of the traders indulge in the practice known as tie-up 
sales, wherein an item in short supply is sold to a customer 
if and only if the customer also buys, irrespective of his 
needs, another specified slow moving item. | am not going 
into the efficacy or scrupulousness of this trade practice; 
but | do know that in India, LIC follows this practice rather 
over-zealously, thereby compelling the customer to buy in- 
vestment with rock bottom yield along with his life cover. 


Activities not connected with cover: 


Earlier, during our discussion on ‘Advance Contribution’ and 
‘Present Value’, we examined banking activities of LIC, 
which are independent of life-cover. Interest offered by LIC 
in such cases is around 5%. 


Again, during our earlier discussion on ‘Annuity’, we had 
noticed that the yield on ‘Pure Endowment’ is about 3% %. 
As a matter of fact, in the event of death before expiry of the 
term, premiums paid are refunded in full. Moreover, in case 
of death (other than one due to accident), during the first 
two years, lesser amount is paid after deduction of ad- 
ministrative charges. This policy is therefore, geared 
towards giving the policy holder benefit of tax rebate under 
Section 80C. The maturity yield is only 3% %. Tax rebate is 
also available under CTD having the same term, giving yield 
of 714%. | fail to understand the logic behind this signifi- 
cant difference between yields of ‘Pure Endowment’ and 
‘CTD’ inspite of the fact that both the schemes are under 
public sector. 

Generally, most investors do not have time or inclination to 
select investment plans with due care. LIC entices such per- 
son through its publicity and the sales force at its command 
and earns high profits. In my opinion, this is tatamount to 
fraud. | cannot help but deprecate such institutions. 


During our earlier discussion on ‘Retirement Benefits’ we 
saw that in case of LIC annuity connected with superannua- 
tion, LIC is fully exploiting its monopolistic hold by virtue of 
the Income-tax rules making it obligatory to purchase annui- 
ty from LIC only. It is interesting to note that life annuity is 
anti-cover. In the case of life insurance, LIC loses on the 
premature death of a policy holder whereas it benefits on 


the early death of an annuitant. 
Let us have a look at the other benefits available to a policy 
holder. 
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1. OYH Scheme: 


Under ‘Own Your House’ or ‘Own Your Apartment’ schemes, 
LIC gives loans (subject to certain Stipulations) to policy 
holders. The loan amount varies between Rs. 10,000 to 
Rs. 1,00,000 and depends upon the sum assured (together 
with bonuses if any) as well as the value of the property. The 
interest rate is only 2%2% over the prevailing bank rate. 


2. Liquidity 


Loans can be obtained against policies either from LIC or 
from a Scheduled Bank. LIC charges only 9% interest on 


loans taken against policies — much less than interest 
charged by banks. 


Again, to meet the financial stresses, it is possible to im- 
mediately get the ‘surrender value’ of the policy from LIC at 
any time. Alternatively, it is also possible to make the policy 
‘paid up’, thereby saving the stress of paying future 
premiums but getting the paid-up value after the term of the 
policy. 


3. Accident Benefit: 


For an additional sum of Re. 1 per Rs. 1,000 of the sum 
assured, in the event of death by accident, double the 
amount assured (limit—Rs.1,00,000) is paid by LIC. If 
however, the assured person becomes disabled due to an 
accident and thus rendered incapacitated to earn his 
livelihood, some stipulated benefits are given. No additional 
premium is required for this disability benefit. 


4. Tax Benefits 


Life insurance is indeed privileged property from the taxa- 
tion stand point. There are many benefits which are ex- 
clusively available only to an LIC policy-holder. In addition, 
tax benefits available to other investment plans are also 
available to him. 


Income-tax: 


We need not repeat the provisions under Section 80C per- 
taining to deductions from income chargeable to tax. 
Premiums paid in excess of 10% of capital sum assured do 
not qualify for deduction. This limit does not apply to sums 
paid in respect of a contract for a ‘Deferred Annuity’ in case 
of an individual assesee. Premiums paid in respect of ‘Im- 
mediate Annuity’ and ‘Annuity Certain’ policies are not eligi- 
ble for relief. 
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Where a tax payer discontinues a LIC policy before premia 
for 2 years have been paid, the Finance Act, 1982 has pro- 
posed to disallow any deductions. Where such deductions 
has been allowed, the same shall be withdrawn and will be 
deemed to be the income of the year during which the policy 
is discontinued. 


Insurance moneys received under a ‘Life or Accident Policy’ 
effected in personal or family interest would normally be 
Capital receipts and therefore not taxable. No capital Gains 
tax is payable in respect of such amounts. In the case of 
‘Life Annuity’ the amount of annuity instalments will be 
treated as Income from Other Sources and taxed. In the case 
of ‘Annuity Certain’ the interest portion of the annuity in- 
stalments will be treated as income and taxed. The other 
portion which represents return of capital is exempt from 
tax. If ‘Cash Option’ is exercised, the difference between the 
amount of cash option received and the total amount of 
premiums paid would be treated as taxable income. 


Wealth-tax: 


Right or interest of the assessee in any policy of insurance 
before the moneys covered by the policies become due and 
payable to the assessee, is exempted from Wealth-tax. This 
applies to policies of premium paying period of 10 or more 
years. For a policy of lesser term, say 7 years, 7/10th only 


will be exempted. 


Gift-tax: 

Gifts of policies of insurance or annuities to any person 
(other than his wife) who is dependent upon him for support 
and maintenance, are free from Gift-tax, subject to a max- 
imum of Rs. 10,000 in value in the aggregate in one or more 
previous years in respect of each such donee. 


Estate-duty 
The following policies are exempt from Estate-duty: 


(1) Policies effected by the deceased on his own life to the 
extent of Rs. 5,000 (exempt from duty but aggregated for 
rate purposes). 

(2) Polisies taken out for the purpose of Estate-duty or 
assigned to the Government for the sole purpose, to the ex- 
tent of Rs. 50,000 (exempt from duty, but aggregated for rate 
purposes). Such policies should be taken as Whole Life 
Policies under which premiums are cheaper. 

(3) Policies of insurance for the marriage of any female 
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dependent relative to the extent of Rs. 10,000 in respect of 
marriage of each such female dependent (exempt from duty, 
but aggregated for rate Purposes). In such cases, an en- 
dorsement to the effect that the policy is earmarked for the 
particular purpose is to be placed to satisfy the Estate-duty 
authorities for exemption. 

(4) Policies under M.W.P. Act for the benefit of wife and/or 


children are not to be aggregated with the other estates, but 
to be treated as separate estates. 


Comments: 


Life insurance industry was nationalised in 1956 and 245 dif- 
ferent companies were brought under the umbrella of LIC. 
This was a step in the right direction, since this is an essen- 
tial service playing a crucial role in the life of the common 
man, especially the poor. It is however, apparent that most 
of the survival benefits accrue only from tax-concessions. 


Unfortunately, the poor man does not gain much, since he 
pays little tax. 


Life insurance is now a monopoly in the public sector and 
precisely for this reason there is an intrinsic responsibility 
placed on LIC to ensure that the common man is not forced 
to pay through his nose for this essential service. 


For clarity, | reiterate that | am not against life insurance. All 
| have tried to prove so far is that (1) over-insurance and ex- 
cessive protection is bad for financial health and (2) the cost 
of the essential cover is sO excessive, in spite of the recent 
revisions in bonus rates and annual premiums, that it is 
beyond the reach of the poor who need it most. Moreover, 
the institution of life insurance is a haven of security, 
shielding your family against countless hardships (such as 
going hungry or being homeless), when you become the 
Statistics in a mortality table. When your child requires a life 
Saving drug, you buy it regardless of its cost. Life insurance 
is an absolutely parallel case in all respects except one. 
When you do not buy the drug, the suffering of the child is 
visible. When you do not buy the life cover, the suffering of 
the child is not visible. The resultant influence however is 
equal. 


What ails LIC? 


1. As regards drugs, some of the pharmaceutical com- 
panies were allegedly taking mean advantage of this situa- 
tion’to make a lot of money. We are now happy that correc- 
tive steps have been taken by the guardians of public health 
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and security—our Government. Unfortunately, the same 
guardians adopt a diametrically opposite set of guidelines 
for their own in-house activity. 


LIC is required to invest a large portion of its investible 
funds into the ‘socially oriented sector’, thus keeping before 
it the interests of the community as a whole as well as em- 
phasizing the safety of capital. It is a well known and 
generally accepted fact that such a portfolio gives very poor 
yields. This is a great handicap indeed. 


The Central Government has supplied LIC’s original capital 
of Rs. 5 crores on which it has got a dividend of Rs. 18.5 
crores for 1978-79 in the form of ‘5% valuation surplus’ 
under section 28 of LIC Act, 1956. It also forces LIC to invest 
huge portions of its investments in public and co-operative 
sectors. 


2. Again, in our discussion on ‘Annuity’, we discovered that 
an agent who invests in a scheduled bank all his commis- 
sion on an endowment assurance (without profits) finds at 
the end of the 30-year term of the policy, that he gets about 
Rs. 18,250 whereas the policy holder gets Rs.50,000. 


Moreover, an insurance agent who has completed 15 years 
as an agent is entitled to gratuity computed on the basis ofa 
yearly renewal commission subject to an overall limit of Rs. 
30,000. The development officers also get some kind of an 
incentive bonus based on the business. 


| am not against the agent making this kind of money. He 
has become an essential factor without which the insurance 
business will collapse. His role as a ‘preacher’ is important 
to LIC because the life cover is nota visible need and also 
because the survival benefits are very poor. His role aS a 
‘secretary’ is important to the policy holder because of the 
need to receive after-sale service. However, the fact remains 
that LIC has to bear the enormous burden and | mentioned 
this again only to emphasize this fact. This is another reason 
for the low interest rate. 

3. All attempts of the LIC management to use computers on 
a wider scale for providing better and efficient service to 
policy holders are thwarted by LIC’s employees’ union as 
well as the lukewarm attitude of the Government in this 
regard. This has resulted in a high rate of lapse of policies 
and inordinate delays in settling claims and surrender 
values. 

Since huge amounts of monetary and human resources are 
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employed in this sector, the performance of the nation’s 


economy is getting to be increasingly conditioned by the 
level of efficiency obtained in this sector. 


Before winding up our discussion on the subject let us go 
back to the life saving pill. Remember that this is taken only 
by someone who is indeed very sick. If you are not sick and 
if you take the pill, there are side reactions which are worse 
than the disease itself. Similarly, you should buy life cover 
whatever be its cost only if you need it. On the other hand, 
when your dependents are otherwise well provided for, 
covering your life is tantamount to speculating on your 
death. Do not do this. You will hurt financially those very 
dear and near ones for whom you care so much. 
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POLICIES UNDER 
THE MARRIED WOMEN’S PROPERTY ACT, 1874 


As we have already seen, buying of LIC Policies is anti- 
investment; but tax planners can find a good means of sav- 
ing a considerable amount of Estate-duty by buying the 
policies under the MWPA. Here you find the simultaneous 
operations of the following beneficial forces: 

(i) Gift-tax exemptions. 


(ii) Trusts. 
(iii) Divisions of estate into many entities, and 
(iv) Usual Income-tax and Wealth-tax reliefs. 


Estate Planning is essential for everybody so that he and his 
family are able to enjoy the fruits of his labour and hard work 
through the savings made from his income over a number of 
years and guard them from depletion, so far as he honestly 
can within the framework of direct tax laws. 


We will discuss the mertis of Policies under the Married 
Women's Property Act, 1874 (MWPA) for tax planning. 


A policy taken out under Sec. 6 of the MWPA by a married 
man for the sole benefit of his wife and/or children or any of 
them and expressed on the face thereof to be so payable 
operates ab initio as a valid declaration of trust and would 
not be included in the aggregation with any other property 
but would be an estate by itself and the Estate-duty would 
be levied at the rate applicable to the amount of the policies 


under this category. 
Non-aggregation for Estate-duty: 

Sec.34(3) of the Estate-duty Act, 1953, provides that property 
in which a deceased person never had an interest will not be 


aggregated with his other property but will form an estate by 
itself and Estate-duty thereon will be leviable at the rate ap- 


plicable to the principal value thereof. 

rance effected by a married man on his own 
MWPA for the benefit of his wife and/or 
id declaration of trust, giving the 
st in the policy. Such a policy will 


A policy of insu 
life under the 

children operates as a val 
beneficiary a vested intere 
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not, therefore, be aggregated with his other property provid- 


ed the trust is absolute so that he never had an interest of 
any kind in it from the inception. 


An MWPA policy is entirely different from a gift so far as the 
incidence of Estate-duty is concerned. Under a gift the 
owner parts with the ownership or possession of the proper- 
ty gifted, which if certain conditions are Satisfied, does not 
pass on the donor's death. However, an MWPA policy would 
form part of the property Passing on his death and 
assessable separately by itself. It would thus be liable to 


Estate-duty if it exceeds the ceiling limit of exemption as a 
separate estate. 


In the case of persons who are likely to leave large estates, 
the relief from non-aggregation in respect of a policy taken 
Out under the MWPA is valuable. Such a policy will be 
treated as an estate by itself and hence, if the policy amount 
does not exceed Rs. 50,000 no duty wili be payable thereon. 
Even if the policy money exceeds Rs. 50.000 the duty 
payable thereon will be at the rate applicable to this 
Separate estate. Further, it may be mentioned that for the 
purpose the policies taken under the MWPA for each 
beneficiary are to be treated as a separate estate. 


An example will show the position clearly. 
Example 


‘B’ has got property worth Rs. 12,00,000. He is willing to take 
a policy for Rs. 2,00,000 for the benefit of his wife and four 
Children. If ‘B’ takes an ordinary policy for Rs. 2,00,000 the 
amount of the policy would be aggregated with the rest of 
his estate. Estate duty on the amount of the policy would be 
at 40% because the rate of Estate-duty for property valued at 
more than Rs. 10,00,000 but less than Rs. 15,00,000 is 40%. 
In this wav a sum of Rs. 80,000 would be payable as Estate- 
duty in respect of the sum assured of the policy. 


If this policy is taken under the MWPA the average rate of 
Estate-duty payable on this would be 6%. A sum of 
Rs. 12,000 will be payable as Estate-duty because the policy 
money of Rs. 2,00,000 would be treated as a Separate estate. 
In this way, there will be a saving of Rs. 68,000 in the Estate- 
duty. 


If instead of taking one MWPA policy ‘B’ takes five policies 
Of Rs. 40,000 each, separately for each of the five 
beneficiaries, no Estate-duty would be payable in respect of 
any of these policies because the amount in each case 


Scanned by CamScanner 


150 WONDERLAND OF INVESTMENT 


would not exceed Rs. 50,000. In this way there will be a sav- 
ing of Rs. 80,000 in the Estate-duty. 


A Personal Accident Policy cannot be taken by a married 
man under MWPA because it is not a life insurance policy. 
However, if the life insurance policy also covers the acci- 
dent benefit, then it can be taken under MWPA by a married 
man. 


Deferred Annuity Policies can be taken under the MWPA for 
the sole benefit of wife and/or children. In the event of the 
death of the annuitant, the present value of the amount 
payable under the policy would not be included in the ag- 
gregation with any other property but would form a separate 
estate by itself and the Estate-duty would be levied at the 
rate applicable to this category. (If the total amount in this 
category does not exceed Rs. 50,000 no Estate Duty would 


be applicable). 


MWPA policies are not only not aggregable with the rest of 
the estate passing on the assured’s death but are not ag- 
gregable inter se, and if there are several such policies taken 
out by a married person, each such policy would constitute, 
if the beneficiary under each is a different person, a 
separate estate. The position as to whether several such 
policies where the beneficiary is identical would constitute 
separate estates is not free from doubt. 


Persons to whom MWPA Policies can be issued: 


These policies can be issued to all proposers resident in 
India. 

The issue of policies to residents outside India is, of course, 
subject to this being permissible under the Exchange Con- 
trol Regulations, if any, and the other laws in force in the ter- 
ritory concerned. 

e purpose of Sec.6 of the MWPA which is 
ho has a wife or children to make provi- 
fit by effecting an insurance on his own 
life, a liberal construction has to be placed on the words 
‘any married man’. Accordingly, it is permissible for a 
widower or a divorced man to take out a policy under the 
said Act for the benefit of his children. 


Persons who can be beneficiaries: 


The persons who can be beneficiaries under MWPA Policies 
are, the wife alone, any one OF more children alone, or the 


Having regard to th 
to enable a man W 
sion for their bene 
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wife and any one or more children. The term ‘children’ 


means sons and daughters by blood only and includes 
adopted children in the case of Hindus only. 


If there are two or more ben 
equal shares or specified unequal shares or, where the pro- 


poseris nota Muslim, he can provide that the benefit should 
go to the beneficiaries jointly or to the Survivors of them. 


In the case of anon-Muslim 


eficiaries, they may be given 


Proposer he can provide that the 
benefit should go (1) to the named beneficiaries jointly, or 


(2) to the survivors of the named beneficiaries, or (3) to the 
named beneficiaries in specified shares. In the case of 
Muslim proposers only the third alternative can be adopted 
because under the Muslim law a gift either outright or by 
way of trust cannot be made in favour of wife and children as 
a class; wife and children must be mentioned by name and 
their shares should be specified in the policy. 


Where a joint tenancy is desired the names of the 
beneficiaries should be followed by the words “jointly or the 
Survivors or survivor of them’’. If these words are not added 
the beneficiaries would be tenants-in-common and not joint 
tenants. In such a case if one of the beneficiaries dies, his 


interest would pass to his estate, not to the surviving 
beneficiaries. 


Plans under which policies can be taken up: 


As it is only a married man who can take out a policy on his 
own life under the Act, policies under the ‘Joint Life Endow- 
ment Assurance’ and the ‘Children’s Deferred Assurance 
Plan’ cannot be taken out under the Act. Further, policies on 
the life of another also cannot be taken out. 


There is no limit as to the amount of the policy or to the 
number of policies that may be taken under Sec. 6 of the 
MWPA. 


Maturity Proceeds of the Policies Under MWPA and the ITA: 


i i the wife is the 
If a policy is taken out under MWPA and 
beneficiary, the position with regard to the moneys es mey 
be received by her as the beneficiary at the time of ma a 
is set out clearly in Sections 60 to 64 (both inclusive) of the 
Income-tax Act, 1961. 


As the trust created is not for lifetime, the moneys eG 
by the beneficiary will be deemed to be assets transte ae 
the wife without any consideration. When these Alia ane in- 
invested and yield income, this will be included in 
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come of the husband for the purpose of Income-tax. The 
same is the position when the beneficiary children are minor 
at the time of maturity of the policy. If however, the 
beneficiary is a major son or a married daugnter, the income 
will not be treated as the income of the father. 


HUF and MWPA: 


The Karta of a HUF cannot take out a policy on his own life 
under MWPA and finance it from HUF funds. Such a policy 
must be financed out of his own property or out of loans or 
drawings on his account from the HUF property. The 
Supreme Court has held that the Karta can take out policies 
for his own family but without detriment to the joint family 
funds. Since a policy taken out under the MWPA being a 
trust for the specific benefit of the wife/children, cannot 
belong to the HUF, the Karta should not take out a policy on 
his own life under the MWPA unless he finances it out of his 
own separate property. 


The proposition that applies to the Karta applies also equal- 
ly to other male members of the HUF. The payment of 
premiums under policies taken out under MWPA, by a Karta 
or any other male member of the HUF, out of the family 
funds is not a legitimate expenditure but an unauthorised 
appropriation and in the words of the Supreme Court is to 
the detriment of the joint family fund. On the point whether 
the premiums paid ostensibly out of HUF funds can be 
debited to the personal account of the individual member 
(assured) and the policy allowed to be treated as the in- 
dividual property of the member concerned, the Supreme 
Court held in a case relating to ordinary policies that if the 
premiums were paid out of HUF funds then the entire policy 
belonged to the HUF. The policies under MWPA should not 
be financed out of HUF funds since they cannot belong to 


the HUF. 
Appointment of Trustees: 


Unless special trustees have been appointed, the claim pro- 
ceeds are required to be paid to the Official Trustee of the 
State in which the policy moneys are payable. The proposer 
may appoint as trustee a person in whom he has confidence. 
Itis permissible to appoint a corporate trustee, say, a banker 
or a company transacting executorship and trusteeship 
business, and these corporate trustees generally charge a 
small commission recoverable from the amount of the 
claim. The consent of the proposed trustee is to be obtained. 
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Joint trustees or alternate trustees 


pointed. A single trustee is never advi 
event of his death a lot of difficulties 


must always be ap- 
sable because in the 
will arise. 


Payment of Claim Under a MWPA Policy: 


The function of the trustee is to receive, on claim arising, 
the policy moneys and Carry Out the object of the trust. 
Where the beneficiaries are all majors, the trustees will pay 
to the beneficiaries the claim amount received from the LIC 
unless they have been given specific directions to the con- 
trary by the person creating the trust and a simple payment 
of the sum will complete the execution of the trust which 
will come thus to an end. Where the beneficiaries are all 


minors, the trustees will hold the amount for the benefit of 
the minors. 


In case the (or a) beneficiary dies, the trust does not come to 
an end but the claim moneys would be held by the trustees 
for the benefit of the person or persons entitled to the estate 
of the deceased beneficiary. 


Loans: 


No loan can be granted on the security of a MWPA policy 
unless the proposer, while appointing the trustees, 
Specifically authorises them to obtain loans on the security 
of the policy for the benefit of the beneficiaries. If the pro- 
poser has given such authority to the trustees, the LIC 
would be prepared to grant loans on the application of the 
trustees provided the beneficiaries are all majors and com- 
petent to contract and unanimously consent to the loan be- 
ing granted. 


Retiefs for MWPA Policies under other Direct Tax Laws: 


a). Income-Tax Act: . 
Income-tax relief is admissible in respect of premiums paid 
by the life assured under section 80C of the Act. 


b) Wealth-Tax Act: 
The policies are exempt from Wealth-tax when they are in 
force or paid-up, but have not resulted into claims. 


C) Gift-Tax Act: 


The following exemptions are available under the Gift-tax 
Act: 


i) Rs. 50,000 in the case of a wife. 
ii) Rs. 10,000 in the form of policy or annuities for every 
dependent child. 
iii) General exemption of Rs. 5,000 each year. 
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Opinion is divided amongst the experts whether the 
premiums paid under the MWPA policies are gifts or not. 
Assuming the premium is deemed to be a gift in the year itis 
paid and is not covered by the exemption mentioned here 
Gift-tax may have to be paid. However, calculations go to 
show that in spite of the applicability of Gift-tax to such 
premiums there would be substantial saving in the Estate- 
duty. 


It may further be stated that if any Gift Tax is paid in respect 
of a policy and Estate-duty also becomes payable then the 
amount of Gift Tax would be given credit in the Estate-duty 


asessment. 
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CUMULATIVE TIME DEPOSIT 


Has our discussion on PPF given you the impression that 
PPF is by far the best scheme for all tax payers? If that be 
the case wait until you read this Chapter. CTD interest rate 
is 7% % as against 812% of PPF and tax benefits are iden- 
tical. Yet for some of the tax payers CTD is by far the better 
scheme since the term of CTD is only 10 years as against 15 
years of PPF. During a period of 30 years a rupee can earn 
tax rebate thrice in CTD and only twice in PPF. 


This is ascheme framed under the Post Office Savings Bank 
(CTD) Rules, 1959 and is operated by Post Offices. As for 
PPF, for this scheme also: (i) interest is tax free (Section 10, 
ITA), (ii) annual contributions qualify for tax rebates (Sec- 


tion 80C, ITA), and (iii) investments are exempt from Wealth- 
tax (Section 5, WTA). 


Monthly, deposits can be made of Rs. 5 or any multiples 
thereof, subject to a limit of (i) Rs. 1,000 per month for an in- 
dividual and (ii) Rs. 2,000 per month for joint accounts. The 
amount cannot be varied from year to year. For other 
denomination accounts the rebate is pro-rata. 


The term of a CTD account is 10 years. If the account was 


opened on 1st January 1978, it will mature on 1st January 
1988. 


In comformity with general trends the Ministry of Finance 
hiked up the interet rate from 6%4% to 6%4% for accounts 
Opened on or after 1st October, 1979. The new maturity value 
of an account of Rs. 10 denomination is announced as Rs. 
1,693.20. There is one more piece of good news. A CTD ac- 
count opened on or after 1st May, 1981 will be entitled toa 
maturity bonus at the rate of Rs. 50 for an account of Rs. 10 
denomination and at proportionate rate for other denomina- 
tions, provided no withdrawal has been made from the ac- 
Count. This bonus would be in addition to the basic maturity 
value of Rs. 1,693.20. The corresponding rate for CTD now 


works out to 714% i.e. ¥2% more than the basic rate of 
6U%. 
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In the past, whenever the interest of CTD was hiked, the 
benefit was passed on to old account holders in the form of 
terminal bonus. It is rather unfortunate that at the present 
juncture, without any good reason, no benefit in any form is 
given to old accounts. Some of the investors, especially the 
recent entrants, may find it beneficial to discontinue old ac- 
counts and start new ones. This will only increase the paper 
work at post offices. It would be equity and justice if the 
Ministry revises its decision. 


Interest Rate: 


It appears that there is a computational error in working out 
the maturity value of an account of Rs. 10 denominaton as 
Rs. 1,693.20. The correct value is Rs. 1,698.43 as can be seen 
from the following* 


At first, we shall concentrate on contributions during the 1st 
year. Suppose an investor contributes Re. 1 every month to 
CTD— 


At the end of the 1st year he will have contributed Rs. 12, the 
1st rupee being in the kitty for 12 months, the 2nd for 11 
months, the 3rd for 10..... and finally the last for 1 month. 
This is equivalent to Re. 1 being in the kitty for a period of 
12+114+10+..... + 1=78 months. Since Re. 1 in the kitty for 
412 months earns an interest of Re. 0.0675, the same amount 
for 78 months would earn an interest of 0.0675 x (78/12) = Re. 
0.4387. Thus, at the end of the 1st year, the account would 
have the original contribution of Rs. 12 and the interest of 
Re. 0.4387 to its credit—a total of Rs. 12.4387. 


This amount earns 6.75% interest, compounded annually, 
for 9 more years. It would grow to 12.4387 x 1.0675 = Rs. 
13.2783 at the end of the 2nd year, 13.2783 x 1.0675 = Rs. 
14.1746 at the end of the 3rd year, etc. etc. The following 
table gives a picture of this growth: 


Year Amount—Rs. Year Amount—Rs. 
1 12.4387 6 17.2431 
2 13.2783 7 18.4070 
3 14.1746 8 19.6495 
4 15.1314 9 20.9758 
5 16.1528 10 22.3917 


Total — Rs. 169.8429 


an 





drew the attention of the National Savings Commission to this anomaly. 
The reply stated that the Ministry of Finance have observed that since the 


monthly instalments can be deposited on any day of the calendar month, on 
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Now let uS take up contributions made during subsequent 
years. It 'S absolutely clear from the above table that the 
contribution made in the 1st year grows to Rs. 22.3917 at 
maturity. Similarly, the contribution made in the 2nd year 


ite to Rs. 20.9758 and in the 3rd year to Rs. 19.6495 etc. 
etc. 


The gross maturity value of the contributions made during 
all the 10 years is given by the total of the 2nd column in the 


above table. Hence the maturity value of a monthly contribu- 
tion of Re. 1 is Rs. 169.8429. 


Therefore, the maturity value of an account of Rs. 10 
denomination is Rs. 1,698.43 and not Rs. 1,693.20. 


Investors having an account of Rs. 2,000 denomination 


would unnecessarily lose Rs. 1046. This is quite a large sum 
by reason of its being tax free. 


A CTD account holder was allowed to make advance 
deposits in any one month for 6 or 12 months and earn on an 
account of Rs. 10 denomination, a rebate of Rs. 4 for 12 
deposits and Re. 1 for 6 deposits. On 1st April, 1982, this 
facility is extended to any number of deposits but the rate of 
rebate remains unchanged at Rs. 4 for every 12 deposits and 
Re. 1 for balance, if any, of not less than 6 deposits. For 
other denominations, the rebate would be pro-rata. 


A good investor should keep this extended facility at a good 
distance. If the rebate for 6 deposits is Re. 1 and for 12 
deposits is Rs. 4, | cannot understand how the rebate for 24 
deposits is only Rs. 8. If someone makes 120 advance 
deposits, he would get a rebate of Rs. 40 and hence effec- 
tively pay Rs. 1160 and get the maturity value of Rs. 1,693.20 
and bonus of Rs. 50. This works out to only 4.16%. It is 
beneficial to opt for 6 or 12 advance deposits—no more. 


On the face of it, PPF appears to be a more beneficial 
scheme than CTD, since though the tax benefits are iden- 
tical, PPF scores over CTD in the following respects: 


The yield on CTD is 7% % whereas that on PPF is 82%. You 
May vary your contribution in PPF between Rs. 100 to 


an average it would not be unreasonable to assume that the instalments are 
deposited by the middle of the month. In my reaction | have said that if the 
Ministry is taking the credit for about 15 days per instalment on the 
assumption that the deposits are made in the middle of the month then it 
should also take into consideration the fact that the full, matured amount is 
Paid only after a delay of more than 15 days. 
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Rs. 30,000 per annum. You cannot do so in the case of CTD. 
Non-refundable withdrawals are permitted by PPF. In the 
case of CTD, you are allowed to take only refundable 
withdrawals @ 12% p.a. simple interest. On completion of 
the term, you are allowed to continue the PPF account 
without any loss of benefit, whereas CTD allows maturity 
proceeds to be continued only for 2 additional years and the 
interest earned during this period is at the simple rate of 
52%. PPF account is not subject to attachment under any 
order or decree of court. CTD does not enjoy this benefit. 


Does this mean PPF is better than CTD? Why does the same 
agency offer both these schemes? Let us examine the table 
on the following page giving comparative break-even rates 
of PPF and CTD. 


A close scrutiny of these rates would surprise anyone. In- 
spite of the fact that PPF offers 114% higher interest, the 
break-even rates of CTD are better for almost all levels of in- 
come and tax slabs. Moreover for the highest income slab, 
the break-even rate of CTD is over 75% p.a.!!! 


The cause behind this strange effect lies in the fact that the 
break-even rate is composed of 2 parts — one is due to 


Break-even Rates of Interest — PFF:CTD 


Applicable To: F.Y. 1982-83 
A.Y. 1983-84 


INCOME uNbER 15,000 25,000 30,000 50,000 60,000 70,000 85,000 over 
to to to to to to to 

SLAB Rs. 15,000 25,000 30,000 50,000 60,000 70,000 85,000 1,00,000 1,00,000 

ee he Oe ee 


TAX 
RATE-% NIL 33.00 37.40 44.00 55.00 57.75 60.50 63.25 66.00 
TAX REBATE 
100% 8.5 19.59 22.20 27.06 39.09 43.28 48.18 53.94 60.82 
50% P — 15.83 17.44 20.34 27.18 29.47 32.08 35.10 38.61 
40% P — 15.16 16.60 19.21 25.32 27.35 29.67 32.35 35.47 
NIL F —. 12.69 13.58 15.18 18.89 20.12 21.52 23.13 25.00 
TAX REBATE 
100% 7.25 21.28 24.67 31.03 47.03 52.68 59.21 67.15 76.55 
50% C — 15.55 17.39 20.73 28.64 31.29 34.33 37.84 41.94 
40% T — 14.54 16.13 19.02 25.80 28.07 3066 33.65 937.13 


NIL D — _ 10,82 11.58 12.95 16.11 17.16 18.35 19.73 21.32 


st and the other is due to tax rebate. The ac- 
tual quantum of rebate is identical in PPF and CTD but gets 
distributed over a period of 15 years in case of PPF and only 
for 10 years in case of CTD. 


tax-free intere 
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Over and above this on maturity of a CTD account, the in- 


vestor will find that he can make higher contributions from 
his earned income to these schemes. 


Hence, CTD is a better investment avenue than PPF. 


As | have repeatedly asserted, financial decision-taking is a 
very involved Process. Let us take for instance an investor 
with an income of Rs. 85,000. If he takes a decision to opt for 


CTD Only, on the basis of the preceding discussion, it may 
land him in a wrong place. 


Earlier, during the discussion on ‘liquidity’, | had observed 
that the period of a term-loan loses its significance when the 
matured amount is reinvested in the same or similar plans. 
This observation is not valid in the case of those privileged 
financial plans which impose a limit on contributions. 


Suppose this investor opens a CTD account with the max- 
imum permissible contribution of Rs. 1,000 per month. On 
maturity he will get Rs. 1,74,320. What can he do with so 
much money? If he were permitted to reinvest all this again 
in CTD, then there would be no problem. But in actual prac- 
tice, he will be forced to invest most of this amount 
elsewhere and pay tax on the earnings out of it. Remember, 
PPF allows you to continue beyond the term without any 
loss of benefit. Remember also, that the invested amount in 
such plans is exempt from Wealth-tax as long as the ac- 
count is not closed. 


Does this mean that this investor should invest only in PPF? 
Suppose he can, try as he may, save every year only about 
Rs. 15,000. This essentially means that he is forced to 
forego the additional rebate that he would have got in case 
he were able to save upto Rs. 25,500. He cannot take this ad- 
vantage at present, but he can plan to obtain this benefit 
after 10 years onwards. All that he has to do is to opena 
separate CTD account every year for 5 years, each of Rs. 60 
denomination, the maturity value of which is Rs. 10,500. One 
is allowed to have more than one CTD account as long as 
the total deposits made during the entire period of the ac- 
counts do not exceed Rs. 1,20,000 for single and Rs. 
2,40,000 for joint accounts. After 10 years, this investor is in 
a position to contribute the proceeds of CTD to PPF, thereby 
getting extra rebate which otherwise he was forced to 
forego. 


In essence, financial planning par excellence would be to 
Open a CTD account with as much contribution as you are 
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sure to maintain throughout the term of 10 years. Remember 
that you cannot vary your contribution to CTD every year. 
Simultaneously, it is necessary to open a PPF account with 
minimum contribution. During the next 5 years, if you find 
that you can take additional responsibility, you may open ad- 
ditional CTD accounts. After your initial CTD matures, you 
will find yourself having a PPF account which will mature in 
only 5 more years. You may therefore start zealously con- 


tributing to it. 
Let us now consider some other salient features of CTD. 


Investor’s Status: 


An account may be opened by (i) a single adult, (ii) a guar- 
dian on behalf of a minor, (iii) a minor in his own name or 


(iv) two adults jointly—note, only 2 adults. 


Individuals in the higher tax brackets find better flexibility in 
joint accounts, thereby increasing the limit on their monthly 
contribution from Rs. 1,000 to Rs. 2,000. It does not stand 
the test of good logic, but it does appear that an individual 
can raise the limits merely by appending someone else's 
name to his account. The rule states ‘‘where the certificate 
(account) is held in joint names, exemption is available only 
to one person who claims the beneficial ownership. In case 
equal interest is claimed, exemption may be given for half 


the value to each holder.”’ 


Withdrawals: 

You are allowed the first withdrawal after 1 year of opening 
‘the account and the second withdrawal after 5 years, to the 
extent of 50% of the balance each time. The interest charg- 
ed would be 12% p.a. simple. Withdrawals may be repaid in 
one lump sum or in equal monthly instalments of Rs. 5 or 
les thereof not exceeding 20 in number. Any outstan- 
ding liability of withdrawals and interest on the date of 
maturity of account will be deducted from the maturity pro- 
ceeds. The last point indicates a possibility of your getting 
e similar to that discussed in ‘PPF’ regarding 


an advantag 
and redeposits, but do not lose sight of loss of 


withdrawals é 
bonus even if you withdraw a small amount even once. 


multip 


Defaults: 

CTD allows for 10 defaults in all. The account is treated as 
discontinued if defaults exceed the permissible limit. The 
penal interest on defaulted instalments is 12% simple. 
However, if the defaults are within permissible limits, the 
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depositor shall have the option to receive a proportionate 
amount On maturity or have the maturity date correspon- 


dingly extended. Discontinued accounts receive propor- 
tionate amounts on Maturity, 


Special Permission: 


The depositor is allowed to exceed the permissible number 
of defaults or to prematurely close the account on some 
specified grounds or proven circumstances beyond the con- 
trol of the depositor. Rebate of Income-tax already claimed 


need not be refunded, but on prematurely closed accounts, 
no interest is paid. 


Proceeds on Death: 


On the death of a depositor, the survivor or the legal heir 
may (i) Continue till maturity, (ii) discontinue and claim pro- 
portionate amount on maturity as in case of defaults or 
(iii) claim cash value of the proportionate amount. 


Payroll Savings Schemes: 


Salaried employees may get immediate rebate under Sec- 
tion 80C by making contributions under this scheme. 


Capital Investment Bond: 


At this stage, we are better equipped to examine the real 
worth of the ‘Capital Investment Bond’, announced by the 
Hon. Finance Minister in his 1982 budget speech. The only 
details available so far are that these bonds will have a 
maturity of 10 years, Carry a tax-free interest rate of 7%, and 
are exempt from Wealth-tax. These will also be exempt from 
Gift-tax upto a maximum of Rs. 10 lakhs in one or more 
previous years in the hands of the original subscriber. Unlike 
in case of the Bearer Bonds, purchasers will have to duly ac- 
count for these investments. 


We shall examine the Gift-tax aspect a little later. Let us for 
a moment compare these Bonds with PPF and CTD wherein 
the investment is free from Wealth-tax and the tax-free in- 
terest is 812% in case of PPF and 714% in case of CTD. | 
have repeatedly asserted that you are allowed to invest 
every year as muchas Rs. 30,000 in PPF and additionally, Rs. 
24,000 in a joint CTD account. Upto a level of 30% of your in- 
come or Rs. 40,000, whichever is less, you enjoy tax-rebate 
in addition to the tax-free interest. Beyond this level, you are 
surely entitled to the tax-free interest. 


It is needless to point out that one must exhaust the limits 
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of PPF and CTD, before touching these bonds. Moreover, in 
the unlikely event of your not having reached the basic 
Wealth-tax exemption limit of Rs. 1,65,000 for some specific 
assets, do not lose sight of NSC-II, which gives a higher in- 
terest of 72% as compared to the 7% of the Capital Bonds. 


Now, let us turn-to the Gift-tax exemption. Remember that 
by giving a gift of these Bonds, you will be forcing the donee 
to earn as low a rate of interest as 7% for 10 long years. In 
most of the cases, you may find that it is worthwhile to pay 
Gift-tax and give a free hand to the donee to multiply this 
asset. If he does invest wisely, he may more than make up 
for the loss of Gift-tax. 


On balance, these bonds appear to be useful only to the very 
wealthy persons and even in these cases, they should fully 
tap the other avenues giving better advantages, before turn- 
ing to the Capital Bonds. 
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UNIT LINKED INSURANCE PLAN 
(ULIP) 1971 


This is the best plan for those who need life cover. It is also 
good even for those who do not need the cover. Like CTD 
this has a 10 year term and offers tax rebates u/s 80C but the 
yield varies with the investor’s age from 7.07% to 7.68%, 
CTD’s yield being 7.25%. It is obviously a much cheaper life 
cover than any offered by LIC. The cover is non-medical in 
character and available for a maximum sum of Rs. 


24,000/-only. After the interest hike in July 1982, this plan 
has become superior to CTD. 


This plan (for a term of 10 years) combines the benefits of 


1. Participation in corporate investments given by Unit- 
1964. 


2. Cover of life and compulsory savings given by LIC. 
3. Cover against accident given by GIC. 


4. Automatic reinvestment of dividends given by Re- 
investment Plan 1966. 


5. Income-tax rebate on contributions under Section 80C 
given by PPF. 


6. General and exclusive tax concession on income upto 
Rs. 7,000 and on wealth upto Rs. 2 lakhs. 


Units 1971 have a separate portfolio from that of Units 1964. 
The plan being of more recent origin, the dividends are lower 
at 9%2% against 12%2%, so also is the special offer price at 
Rs. 11.20 against Rs. 12.00. 


Individuals between 18 to 452 years of age are eligible to 
join the plan. There is no medical examination. Your own 
declaration regarding the soundness of your health is good 
enough. Out of your contribution a small amount (1.15% to 
9.45% depending upon your age) is passed on to LIC for the 
first 7 years. Insurance cover is however available for the en- 
tire period of 10 years, for a minimum target amount of Rs. 
3,000 and a maximum of Rs. 12,000 and for which the annual 
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contributions are Rs. 300 and Rs. 1,200 respectively. Max- 
imum contribution to the plan can therefore be only Rs. 
1,200 per annum. 


Due to the non-medical character of the plan, the insurance 
cover in the first year is somewhat restricted. This restric- 
tion is not applied if death occurs due to an accident. 


The balance of your contributions is invested in Units. The 
dividend accruing is automatically reinvested in further 
Units. The sale price prevalent at the time when you make 
your contributions or when dividends accrue is applied for 
selling Units to you and upon maturity these are repurchas- 
ed from you at the then prevalent repurchase price. The 
repurchase price is about 40 paise lower. You can make 
either annual or half-yearly contributions—but before a 


specified date. 


With effect from 1st July, 1981 this plan has incorporated 
some additional features of beneficial values to the investor. 
Firstly, policies are now available for 15 years also. LIC 
premium is paid for the first 10 years, though the cover is 
available for the entire period of 15 years. Secondly, the 
cover of Rs. 15,000 against death (or disability), by accident, 
available under Janta Policy of General Insurance Corpora- 
tion is Mow automatically made available to all members of 
ULIP, irrespective of their individual target amounts, without 
any cost to them. Thirdly, ULIP now allows you to increase 
your current target amouni by Rs. 3,000 to Rs. 12,000, but on- 
ly after you have been a member of ULIP for a minimum 
period of 3 years. Thus, the maximum target amount can be 
Rs. 24,000 only provided you had been contributing for the 
minimum period of 3 years before for a target amount of Rs. 
12,000. In case your present target amount is say Rs. 8,000, 
you are eligible for an additional target amount of Rs. 12,000 
and it is necessary to forgo the balance of Rs. 4,000 from the 


first set of target amount. 


Earlier, in our comparative exercise between CTD & PPF, we 
have realised that the advantage of shorter term is so great 
that we may go to the extent of even sacrificing a little in- 
terest. We shall therefore concentrate mainly on the 10-year 


ULIP. 


Let us compare CTD and ULIP both of which are for a term of 
10 years. Income-tax rebate is available under Section 80C 
on the annual contribution to ULIP as well as CTD. The en- 
tire interest is tax-free for CTD under Section 10, whereas 


Scanned by CamScanner 


UNIT LINKED INSURANCE PLAN 165 


general as well as exclusive limits under Section 80L totall- 
ing Rs. 7,000 are available for ULIP. CTD does not cover you 


for life, ULIP does. At present CTD pays 714% interest. Let 
us see how much ULIP pays. 


Earlier, we had noticed that in case of ‘Reinvestment Plan 
1966’, the dividend of 12.5% on the face value works out to 
9.85% for a term of 10 years because of (i) sale price being 
higher than face value (ii) repurchase price being lower than 
sale price, (iii) dividend being reinvested in Units. 


In case of ULIP there are two additional factors: (i) the 


premium paid to LIC and (ii) lower dividend of 912% on the 
face value. 


The table on the following Page gives the ‘Effective Dividend 
Rate of Units 1971’. In case of ULIP the premium varies with 
the age of the member and hence the rate depends upon the 
age of the member. The effective dividend works out to be 
between 7.07% and 7.68%. 


In view of the fact that ULIP covers life. though to a limited 
extent, this is a good scheme. We have found in our discus- 
sion on LIC that the cost of insurance — a very essential 
commodity for some of us — is very high. ULIP gives you 
this commodity rather cheaply. It is really unfortunate that 
the extent to which you can invest in ULIP is as low as 
Rs. 1,200 per annum for 3 years and thereafter, it is raised to 
Rs. 2,400. This limit is purposefully kept at such a low level, 
possibly because of the non-medical character of the plan. 
Let us hope that in the near future this limit will be raised, if 
necessary, by introducing medical examination. 
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Effective Dividend Rate On ULIP 
10-year ULIP 15-year ULIP 
Age LIC Effective LIC Effective 
___ Premium % Rate “%o Premium % Rate % 
18 — 21 1.15 7.68 1.25 7.95 
21 — 23 1.15 7.68 1.30 7.95 
24 1.20 7.68 1.35 7.94 
25 1.20 7.68 1.40 7.94 
26 1.25 7.67 1.45 7.93 
27 1.30 7.66 1.55 7.92 
28 1.35 7.65 1.60 7.92 
29 1.45 7.64 1.70 7.91 
30 1.50 7.63 1.85 7.90 
31 1.60 7.62 2.00 7.88 
32 1.75 7.60 2.15 7.87 
33 1.85 7.59 2.30 7.85 
34 2.05 7.56 2.50 7.84 
35 2.20 7.54 2.75 7.81 
36 2.40 7.51 3.00 7.79 
37 2.60 7.48 3.25 7.77 
38 2.85 7.44 3.55 7.74 
39 3.15 7.40 3.90 “71 
40 3.45 7.36 4.30 7.67 
41 a/9 7.32 4.70 7.63 
42 4.15 7.26 5.15 7.59 
43 4.55 7.20 5.65 7.54 
44 4.95 ~ 035 6.20 7.49 
45 5.45 7.07 6.80 7.43 


Note: This table is applicable only for — 
|. Dividend on face value of Unit — 92% 


l!. Sale value of Units 1971— 11.20 
lil. Repurchase value of Units 1971 — 11.80 


*The mathematical formula for this is evolved in Appendix ‘J’. 
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POST OFFICE SMALL SAVINGS SCHEMES 


With a view to mobilise Savings of people with relatively 
smaller income and inculcate in them a spirit of thrift, the 
Central Government has endeavoured to make the National 
Savings movement popular by offering higher returns than 
those of scheduled banks. There are a number of attractive 
schemes, well designed to meet the individual requirement 
of different investors. Tax Saving features (Income-tax as 
well as Wealth-tax) of these schemes attract the higher in- 
come groups more than the small savers. 


The systems and procedures handling these schemes are 
clumsy, laborious and outdated. The lethargy of bureaucrats 
in the Government results in frittering away of scarce and 
valuable resources. | know of many investors who have turn- 
ed away in sheer disgust from the National Savings 
Organisation. Inspite of this, | recommend these schemes 
wholeheartedly in view of better benefits. 


Last year witnessed a record number of beneficial changes 
in investment scene, more of them in the area of Small Sav- 
ings Schemes. In my last edition, after selecting a few, | had 
observed that the rest may be ignored. All the ignorable 
Ones are now discontinued. The ‘National Savings Annuity 
Certificate’ and ‘National Savings Certificate — III’ were 
discontinued on 1st January, 1981, whereas the IV and Vv 
issues as well as the ‘National Development Bond’ were 
dropped on 1st May, 1982. On the same date, the VI and VII 
issues were announced. The latest member of the scheme 
is ‘Social Security Certificate’ which was issued on 1st 
June, 1982. 


Now, in effect the schemes do not contain any useless 
elements. The salient features of the presently available 
Schemes are given in the table which follows. We have 
already discussed PPF and CTD in greater details. 


Let us now have a good look at these schemes one by one. 
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Post-Office Savings Banks Account (51/2 % tax free): 


Each account maintaining a minimum balance of Rs. 200 
from April to September or from October to March of each 
year stands a chance of winning one of 11,116 prizes, totally 
worth Rs. 20.5 lakhs in each period. There is one prize of Rs. 
1,00,000, there are five prizes of Rs. 50,000 each, ten prizes 
of Rs. 20,000 each, a hundred prizes of Rs. 5,000 each, one 
thousand prizes of Rs. 500 each and ten thousand prizes of 
Rs. 50 each. . 


Cheque facility is available for accounts maintaining a 
minimum balance of Rs. 100. Unlike in a commercial bank, 
there is no restriction on the number of withdrawals. Stan- 
ding instructions can be given for crediting the interest 
earned on POTD, NSCs, etc., to the POSB account in the 
same post office. Standing instructions can also be given 
for payment from POSB to CTD, RD etc. 


Recurring Deposit (10 12 %)*: 


This scheme was introduced in April 1970 and since in many 
respects it is identical to the 5-year CTD Scheme, the latter 
was discontinued in November 1973. The 15-year CTD 
scheme was also discontinued after the introduction of 
PPF. 


The salient features of CTD and RD are therefore the same 
with requisite adjustments made with respect to 
withdrawals and defaults, in view of the fact that the term of 
RD is 5 years whereas that.of CTD is 10 years. Rebate for 
advance deposits is also available for RD. The contributions 
to RD, however, are not covered by Section 80C and hence 
Income-tax rebate is not available on them. 


Following are additional features. 
1. Reinvestment after Maturity 


Instead of withdrawing the entire amount after maturity you 
are allowed to either extend the term or to keep the amount 
in the account for a further period of five years. The rate of 
interest is not altered in suh cases. Interest for part of a year 
will be computed at simple interest rate of 52% p.a. No in- 
terest is payable on deposits, if any, made during the in- 


‘Whilst stepping up the interest rate on RD from 9% % to 10¥%2 % the 
maturity value of an account of Rs. 10 denomination was announced as Rs. 
778.10, Though CTD error is not rectified, the new RD maturity value is NOW 


corrected to Rs. 768.80. 
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SMALL SAVINGS SCHEME 
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complete part of the year. These deposits will be returned 
along with the amounts. 


2. Protected Savings Scheme 


You are allowed to have more than one account concurrently 
operating. The benefit of ‘Protected Savings Scheme’ is 
given for any one of the accounts of denomination of Rs. 5, 
Rs. 10, Rs. 15 and Rs. 20, according to the depositor’s 
choice. 


Under the scheme, the heir or nominee will get the full 
maturity value of the account in the event of death of the 
depositor provided that the death occurs after a minimum 
period of two years since the date of opening the account 
and provided that (i) the depositor's age was between eigh- 
teen and fifty-three at the time of opening the account, 
(ii) no withdrawals or defaults were made during the first 
two years and (iii) the account was current at the time of the 
death of the depositor. 


The maximum benefit that can accrue under the ‘Protected 
Savings Scheme’ is Rs. 1,556.20 less the value of contribu- 
tions made until death. The extended period (beyond 5 
years) is not covered by the ‘Protected Savings Scheme’. 


Post Office Time Deposit (9, 934, 10%, 102% for 1,2,3 &5 
years respectively compounded half-yearly): 


(1) You can deposit in multiples of Rs. 50. 


(2) Simple interest of 5¥2% is payable on deposits which 
have matured but have not been repaid. Such interest is 
limited to a period of 24 months. 


(3) After 1 year from the date of opening the account, the 
depositor may seek premature closure of the account 
and in such cases the amount of deposit shall be repaid 
with interest @ 2% below the corresponding TD rate for 
the completed number of years. If the period of the non- 
completed year is over 6 months, interest would be given 
for 6 months. 


(4) On the death of a depositor the account can either be 
continued or closed. If closed, interest will be given at 
corresponding TD rates for the completed years and 


POSB rate for the rest. 


(5) Accounts can be pledged if there is not more than one 
deposit in the account at the time of pledging. 


(6) Nomination facility is made available for joint accounts 
with effect from 1-4-1982. 
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National Savings Certificates 
NSC-II—(6 2% tax-free cum bonus) 


(1) These certificates are available in the denominations of 
Rs. 10, 50, 100, 500, 1,000 and 5,000. 


(2) The certificates may be issued to (i) single account—an 
adult for himself or on behalf of a minor or to a minor 
(ii) joint ‘A’ account—two adults, payable to both jointly 


or Survivor (iii) joint ‘B’ account—two adults payable to 
either or survivor. 


(3) NSC-II issued on or after 1st May, 1982 and discharged 
after 7 years from the date of issue will be entitled to a 
maturity bonus at the rate of Rs. 10 on the denominations 
of Rs. 100 and at proportionate rates on other denomina- 
tions. The bonus would be in addition to the basic maturi- 
ty value of Rs. 155.50. The aggregate rate works out to 
about 7.5%. 


(4) ‘Identity Slip’ can be obtained by the purchaser, enabling 
him to encash the certificate at any Post Office in 
India. 


(5) After a lapse of 3 years, NSCs can be surrendered for 
ready cash, but the interest rate would be lowered accor- 
dingly. During the non-encashability period of the initial 3 
years the certificates can be surrendered only on the 
death of the holder and in the case of certain other 
special circumstances. 


The following table gives the surrender value and correspon- 
ding equivalent interest rate for a certificate of Rs. 100 
denomination. For other denominations the surrender value 
would be pro-rata. 


SURRENDER VALUES OF NSC-II 


Yarn 0-1 1-2 2-9 9-4 4=5. 5-6 6-7 


Amount — Rs. 100,00 104.50 110.05 118.65 126.40 135.15 144.50 
intersat.< 97 ae 450 490 587 603 621 6.33 
UNTO SE 6 ee 


(6) NSCs can be pledged to obtain loans from banks for 
meeting a temporary financial stress or furnishing a 
security or earnest money to any Government office, 
public sector undertaking, Government company, 
autonomous body, local authority, co-operative society, 
Reserve Bank of India, etc. 
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National Savings Certificates: 


NSC-VI: (12% p.a. cumulated on half-yearly basis) 
NSC-VII: (12% p.a. payable on half-yearly basis) 


The rules governing these new NSCs are understandably 
similar to those of NSC-II but there are a few major dif- 
ferences. 

(1) Even when the payment is made by a local cheque, pay 
order or demand draft, the date on the certificate will be 
the date on which the proceeds are realised and not the 
date of presentation as is the case with NSC-II. 


(2) For the first time, nomination by joint holders is permit- 
ted. From 1st April, 1982 this facility is extended to POSB 
accounts also. Earlier, it was only an adult single account 
holder, who had the right to nominate. 


(3) Both the certificates are available in the denominations 
of Rs. 100, 500, 1000 and 5,000. In addition, NSC-VI is 
available in lower denominations of Rs. 10 and 50. 


(4) The maturity value of NSC-VI, at the end of the term of 6 
years is Rs. 201.50 for a certificate of Rs. 100 denomina- 
tion. For tax purpose, the yearly interest is deemed to 
have accrued, reinvested and aggregated with the 
amount of face value of the Certificate as follows: 


-Ist.year — Rs. 12.40; 2nd year — Rs. 13.90; 
3rd year — Rs. 15.60 4th year — Rs. 17.50; 
Sth year — Rs. 19.70; 6th year — Rs. 22.40 


The interest on NSC-VII is payable at the rate of Rs. 6 at 
the end of every six months for a certificate of Rs. 100 


denomination. 


(5) The holder has an option of premature encashment after 
expiry of 3 years. The amounts payable for a certificate of 
Rs. 100 denomination are as follows: 


SURRENDER VALUES OF NSC-VI & VII 


3-3%2 32-4 44% 42-5 5-5% 5%-6 


132.00 138.50 145.00 152.00 159.00 166.50 
91.55 89.90 98.15 86.35 84.45 82.45 


Period-yrs. 


NSC-VI Amount Rs. 
NSC-VII Amount Rs. 


The equivalent rate, irrespective of the period elapsed 
works out to 9.50% p.a., payable on half yearly basis. 
This is against the general norms of the interest rate in- 
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creasing with the period elapsed. The loss involved for 
premature encashment on a certificate of Rs. 100 
denomination, even by 1 day, is as heavy as Rs. 35. This is 
indeed ruthless and very injurious to those who need the 
money so badly that they have no Option but to surrender 


themselves to this type of injustice. | hope the situation 
will be remedied in near future. 


(6) A certificate may be encashed ev 


en before expiry of 3 
years, only under few s 


pecified circumstances such as 
death of a holder, forfeiture by a pledgee or under orders 


Of a court of law. No interest is payable if the encash- 
ment is within one year, after expiry of which simple in- 


terest at POSB rate for completed number of months is 
payable. 


Social Security Certificates: 


(1) These are issued from 1st June, 1982 only to individuals 
in good health between the age of 18 to 45 years. Ceiling 
on the holding is an aggregate face value of Rs. 5,000. 


(2) The term of the certificate is 10 years at the expiry of 
which its holder, or in the event of his death, his nominee 
(or legal heir) shall receive 3 times the face value of the 
certificate. However, if the death occurs within 2 years of 
the date of purchase, no life is covered and the normal 
rules for encashment, premature or otherwise, will apply. 


This stipulation is not applicable where death occurs due 
to accident or other non-natural causes. 


(3) After expiry of 3 years, the holder is entitled to demand 
for a premature encashment when simple interest at the 
then prevailing POSB rate would be paid for the com- 
pleted number of years and months. During the initial 
period of 3 years, the certificates can be surrendered on- 
ly on the death of the holder or on forfeiture by a pledgee 
or when ordered by the court. If such surrender is within 
1 year of purchase, only the face value is returned. Other- 
wise POSB rate applies. 


(4) For Income-tax, the interest on Rs. 1,000 denomination 
certificate is assumed to have accrued and reinvested 
every year as follows: 

1 Aas 116:12 2 — Rs 129.60 3 — Rs. 144.66 
4— Rs. 161.40 5 — Rs. 180.20 6 — Rs 201.14 
7 — Rs. 224.48 8 — Rs. 250.56 9 — Rs. 279.66 
10 — Rs 312.12 


(5) The certificates are available only in the denomination of 
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Rs. 500 and Rs. 1,000. The ceiling on the holding being 
Rs. 5,000. | do not understand the wisdom behind not 
having Rs. 5,000 denomination. This may be the method 
of creating pseudo-employment. 


We have already found in our discussion on ‘Interest at 
Higher Frequency’ that this is a cheap life cover available 
to an individual. 


These different schemes are designed basically to fulfil the 
different needs of individual investors. Some accept mon- 
thly deposits whereas the same schemes give you the con- 
venience of advance deposits eliminating the botheration of 
making payment every month. Some give you regular returns 
thereby augmenting the salary whereas some others build 
up an asset for you. Most of them look after your periods of 
financial hardships by permitting you partial withdrawals or 
premature encashment. 


| like them most for their better yield amongst avenues with 
identical tax benefits. 
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As observed earlier, in view of the fact that parallel schemes 
with identical tax benefits and comparable safety are 
available with the Post Office, | do not understand why any 
investor should invest any money with any bank. The only 
argument in favour of banks is that they are better organis- 


ed, but customer service has been the worst casualty of 
banks nationalisation. 


In any country, banks play a pivotal role in conditioning the 
national economy. In India the Government is slowly and 
Steadily weakening this institution by directing banks to 
shoulder the Government’s own responsibility of supporting 
the socially oriented sector. Allow me to quote here the 
reactions of my good friend Mr. M.R. Pai, Vice-President of 
the All-India Bank Depositors’ Association, regarding the na- 
tionalisation of six more commercial banks on the 15th of 
April, 1980. He wrote — ‘Like coal, banking will become a 
sick industry within a short time and its multiplier effect on 
the economy will be disastrous.’ 


Particularly after nationalisation, the banks have launched 
rather extravagant publicity campaigns, competing heavily 
with one another in attracting the investor. 


The important thing for the investor is to realise that no bank 
(except a few small ones) is allowed to pay interest higher 
than that stipulated by RBI as per the provisions-of Section 
21 and 35A of ‘Banking Regulations Act, 1949.’ The rate 
Structure is uniform for all banks and is revised by the RBI 
from time to time on the basis of the economic conditions of 
the country and the monetary policy of the ruling Govern- 
ment. The current highest rate of interest given on 3 year FD 
is only 10% p.a. compounded quarterly. This is equivalent to 
10.38% p.a. compounded annually. 


Deposits in banks are very safe, firstly because of RBI's 
strict surveillance of the banking industry and secondly 
because ‘Deposit Insurance Corporation’ guarantees all 
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deposits subject to a limit of Rs. 20,000. Deposits in banks 
offer a high degree of liquidity since against your term 
deposits you can easily obtain loans upto 75% of the 
deposit amount by paying about 3% higher rate of interest 
than the bank gives you on your term deposit. Interest in 
banks aggregated with returns on some other specified 
scheme is covered under Section 80L of the ITA Act upto a 
limit of Rs. 4,000. The deposits aggregated with some other 
specified assets are also covered by Section 5 of the 
Wealth-tax Act, 1957, exempting Wealth-tax upto a limit of 
Rs. 1.65 lakhs. 


But a bank gives a maximum of 10.38% p.a. 
Let us examine the following table. 


Fix Deposits with Banks Time Deposits with P.O. 


compounded quarterly compounded 6 monthly 
Term % Equivalent Term % Equivalent 
Annual rate Annual rate 


12 months’ 8 8.25 12 months g 9.20 
24 months 9 9.31 24 months 9% 9.99 
39 months 10 10.38 36 months 10% 10.78 


All this comparative discussion however becomes mean- 
ingless in view of the fact that the new National Savings Cer- 
tificates - VI & VIl issues give an interest rate of 12% payable 
half-yearly, rendering an equivalent annual rate of 12.36%. 


The ‘Post Office Savings Bank’ account presents yet 
another interesting aspect. POSB gives 512% tax-free in- 
terest. This interest is not to be aggregated with any other 
income. Bank gives 5%, but this is tax-free upto Rs. 4,000 
after being aggregated with dividends on shares etc. 
Moreover, if you maintain a minimum balance of Rs. 200 in 
POSB you stand to win a prize twice a year. 


Investment in the share-market could be even more rewar- 
ding than that in Post Office, the tax benefits being iden- 
tical. For those who do not need any tax concessions, in- 
vestment in ‘Non-Banking Companies’ gives an yield varying 
from 127%2% to 152% but the interest is fully taxable. 


What Ails Banks? 


Banks are allowed to lend only 61% of the deposits received 
before January 1977 and 51% of those received thereafter. 
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The rest of the funds are required to be invested, after pro- 
viding for liquid cash, in RBI and Government securities ear- 
ning less than 6%. With respect to funds available for len- 
ding, the banks are expected to advance 1/3rd to the priority 
Sector, consisting of farmers and small businessmen. The 
interest rate to this sector is concessional averaging about 
9%. Moreover, 1/5th is required to be lent to food procuring 
agencies. The banks are forced not only to tolerate low yield 


from such investments but also to bear the burden of a 
higher incidence of irrecoverables. 


| do not know the factual objectives behind the nationalisa- 
tion of only the top 20 banks. If | were allowed to take the 
monolithic monopoly of LIC as a leading example, would | 
be wrong in presuming that the objective of nationalisation 
is to earn more funds for the public exchequer, both directly 
through taxes and indirectly through investment in socially 
Oriented sectors? It does not seem to matter if in doing so 
the primary objectives of these institutions are pushed 
backstage. LIC need not cover life at a reasonable cost and 


banks need not attract public Savings for supporting 
business and industry. 


It is the Government’s patent responsibility to tackle ex- 
peditiously grave and urgent problems like poverty, 
unemployment, inflation, etc. This responsibility must in no 
case be delegated to LIC or banks. 


If | have not understood the concept of nationalisation pro- 
perly, | am open to guidance. 


In a few countries, the policy has been to keep the return on 
‘Government Securities’ attractive to the public and interest 
rates payable on bank deposits competitive with those of.- 
fered by ‘Non-banking Financial Intermediaries.’ 


The banking industry is the main instrument to subserve the 
national interest and to serve more effectively as an adjunct 
to the regulation of the monetary and credit policies of the 
country besides affording a degree of protection to the 
depositors’ money. 


Any shift by the investor from this saving media would dilute 
the regulation of the flow of funds in a planned direction. 
The Government will have to take some positive steps (other 
than allowing them to compete with one another in holding 
publicity campaigns) to attract the investor. 


Until then, in view of all this, | do not understand why any in- 
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vestor should deposit any money in any bank. | would like to 
be enlightened. 


Co-operative Banks: 


Before leaving the subject, | would like to draw your special 
attention to the fact that some of the co-operative banks are 
allowed to pay 2% higher interest whereas some others are 
permitted to pay as much as 1% more than the scheduled 
banks. You should take good care in your selection of a co- 
Operative bank, if you decide to opt for the higher interest. 
The least you should do is to ensure that the bank has in- 
sured your deposits with the Deposit Insurance Corporation. 
If that be the case, find out the limit upto which investment 
is covered and in no case, exceed this limit. The casualty 
rate of co-operative banks is rather high. 
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If you hold the view that an investment consultant who does 
not give tips for half a dozen money spinners in the share 
market is no consultant, you are in for a big disappointment 
from me. If any consultant could locate such shares, he 
would be busy earning his millions in the market, rather than 
be a consultant. The enormously large fluctuations, that 
characterise the stock market, make it a paradise for 
speculators. It is hell for genuine investors. 


There is a distinct shift in our public policies in favour of the 
socially oriented sector at the cost of our industries.The 
share market may not in the future have as spectacular a 
growth pattern as it has exhibited in the past. Until the situa- 


tion changes, it is better to leave the market in the hands of 
bulls and bears. 


All the investment instruments examined by us so far offer 
almost no protection to you against inflation, which is sure- 
ly and consistently eroding the value of your savings. The 


value of the rupee is falling as a result of the runaway in- 
crease in prices. 


It is true that some compensation has been offered to 
depositors by way of increasing the rate of yield. UTI divi- 
dend has steadily increased from 6.10% in 1964-65 to 12.5% 
in 1981-82. The highest bank interest rate went up from 
4%2% in November 1960 to 10% in September 1979. PPF 
yield was 4% for 1968-69 and 82% from 1981-82 onwards. 
This is hardly any compensation since the investor has 
found that the base was (and is) shrinking very fast. 


Again, the investor can never be sure of this protection. The 
bank rates were hiked up to 10% on July 23, 1974, but were 
brought down to 9% in March 1978, inspite of the prevalent 
inflation. Moreover, there was the Companies (Temporary 
Restrictions on Dividends) Act, 1974, due to which the small 
investors in shares were stranded. Similarly, old investors in 
Small Savings Schemes have been denied the benefit of 
jacked up rates in October 1979. 
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Investment in commodities, however, presents quite a dif- 
ferent picture. Standard gold and 9960-touch silver was 
available for Rs. 119.75/10 gms. and Rs. 219.55/kg. respec- 
tively on 31-3-1962. Just 20 years later, prices are Rs. 1,645 
and Rs. 2,680 respectively (March 31, 1982). Consider also 
the dizzy heights to which prices of residential flats have 
soared. Of course, | am not suggesting that you invest in. 
bullion or urban property. Firstly, the holding period yield on 
the above figures works out to about 14% for gold and 
1314 % for silver. Secondly, it is improbable that this rate of 
appreciation would be maintained in future. Thirdly, even if 
there is substantial appreciation in prices of these assets, 
most of us do not sell off either gold or residential flats. This 
then becomes only paper profits attracting Wealth-tax. 


Now, let us see how shares have fared. 


Over the last decade or so, there has been a general in- 
dustrial growth in all spheres. The joint effect of this growth 
and the falling value of the rupee results in pushing the 
share prices up as can be seen from the ‘Economic Times In- 
dex’ which, on the base year 1969-70, is around 230 at pre- 


sent (July end 1982). 


This implies that your investment of Rs. 10,000 in 1969-70 in 
a portfolio which is evenly distributed over all equity scrips 
traded in the share market, has a current market value of Rs. 
23,000. The yield through capital appreciation alone works 
out to about 634% p.a. In addition, you receive dividends. In- 
vestment in bullion gives you only capital appreciation, 
whereas investment in shares gives both capital apprecia- 


tion as well as dividends. 


Every Government, irrespective of its party’s political 
ideology is socially obliged to ensure that public savings do 
gravitate towards productive corporate investments. Some 
tax benefits are therefore offered. Dividends from shares ag- 
gregated with bank interest etc., are exempt from Income- 
tax under section 80L, upto a ceiling of Rs. 4,000. In- 
vestments in shares, aggregated with bank deposits etc., 
are exempt from Wealth-tax upto a limit of Rs. 1.65 lakhs. 
The Government does take various legislative measures to 
support and protect industrial sections which have been 


stagnant or weak. 
Income-tax @ 21% is deducted at source under Section 


194(A) unless the depositor gives the company the 
necessary declaration that his total estimated income of the 
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relevant year is less than the minimum amount liable to 
Income-tax. 


The investment in shares is normally more rewarding 
than that in a Bank or the Post Office. Besides steady 
Stream of dividends, you receive from time to time 
bonus shares and right shares. These will entitle you to 
further dividends. Those shareholders who do not wish 
to subscribe any more may sell their entitlement at a 
premium in the share-market. The liquidity of your in- 
vestment is excellent as you can sell off your shares 
whenever you desire to do so. 


All this is very attractive indeed. The other side of the 
coin is a single disadvantage — ‘Capital Risk’. The com- 
pany may not live up to expectations. It may start pay- 
ing a string of low dividends or may even skip them. It 
could even go into liquidation and you will then lose the 
entire capital invested. This disadvantage outweighs all 
the advantages put together. This is exactly why the 
returns are normally higher. 


You can, however, minimise this risk by selecting only 
those scrips in which you have a high level of con- 
fidence regarding their stability and prosperity. You can 
develop this confidence by examining the balance-sheet, 
the trend of profitability over the past few years, the 
Status of the industry, the bonus and right issues in the 
past and their future prospects, government policy regar- 
ding multifarious aspects of the particular business, the 
reputation and integrity of the management, the 
possibility of new units coming up thereby making the 
product competitive, etc., etc. 


You can also minimise the risk by studying the balance 
sheet and profit and loss accounts of the companies. 
This historical data of three or more years can be 
analysed to reveal the general direction in which the 
finances of the company have developed. But this re- 
quires in-depth proficiency in financial analysis. For this 
purpose, the relationship between items or groups of 
items are expressed as proportions, ratios, rates or 
percentages, since absolute data is incapable of reveal- 
ing the strengths and weaknesses of the financial per- 
formance of the company. 


Some of these relationships are : (1) current ratio, 
(2) quick or acid test ratio, (3) turnover ratio, (4) average 
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age of debtors, (5) turnover of inventories, (6) net Sales 
to net working capital, (7) current liabilities to tangible 
net worth, (8) net profit to tangible net worth, (9) tangi- 
ble net worth to total assets, (10) cost of goods sold to 
net sales, (11) operating expenses to net sales, (12) net 
sales to operating assets, (13) operating income to 
operating assets, (14) break-even analysis, (15) net profit 
to sales, (16) return on capital employed, (17) interest 
cover etc., etc. 


This is really a complex analysis. Those of you who 
have enough leisure to be able to do this will definitely 
be well rewarded. | personally do not have much time at 
my disposal and therefore, have found a short-cut. Com- 
putation of the following 4 ratios has helped me to pick 


up some very good scrips. 


_ Book value per share 
Ae BOOK WOR Paid-up value per share 


Book value is the sum of paid-up capital and retained 
earnings. Paid-up value represents the amount of con- 
tribution towards the capital of the company. This ratio 
gives an idea of the present size of the company com- 
pared to its original size, when it was incorporated. The 
ratio also indicates the sustenance power of the com- 
pany against losses. Bonus and right shares issued in 
the past should be taken into account along with this 


ratio. 


_ Market price per share 
2. Market worth = Paid-up value per share 


The complex financial analysis of balance’ sheets, 
government policies, market conditions, management in- 
tegrity, etc. etc., if carried out would highlight strengths 
and weaknesses of the company in various functional 
areas. The total cumulative effect of all this would result 
in a demand level for the scrip and this in turn would 
decide the market price of the scrip. This ratio therefore 
gives a fair evaluation of the reverence for the company 


by the share market. 


Comparison of the above two ratios with each other is 
also very beneficial. If book worth is higher than market 
worth, it essentially means that if you buy the scrip, you 
will be paying less than what it is actually worth. 


One should always carry out this exercise, especially 
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when right shares are offered or when yOu are con- 


templating applying for shares of existing companies 
becoming public. 


os Equity earnings per share 
3. D Sc 
HICBNE -BONer Equity dividend per share 


Equity earnings are the net profit of the company before 
paying dividend and after taking into account deprecia- 
tion and tax. This ratio gives an idea of the extent of 
the growth of the company during the year. The higher 
the ratio the higher is your chance of getting bonus 
Shares and increased dividends in the near future. 


A. Vieia= Dividend per share 


Market price per share xi 


From your point of view, this is the most important 
ratio. 


It is also possible that you had picked up the scrip at a very 
advantageous price and now, though the yield on current 
market price is low, the yield on your purchase price is quite 
high. This may be the right time for you to change your port- 
folio and further increase your yield. 


Working out even these four ratios for all the scrips in the 
share market is quite a time consuming effort. Fortunately, 
this data is readily available to you in financial newspapers. 
Every week-end, The Financial Express as well as The 
Economic Times give up-to-date ratios covering popular 
scrips of the Ahmedabad, Bombay, Calcutta, Delhi and 


Madras markets. This is very advantageous indeed in taking 
good decisions. 


Investments in shares offers two main benefits — growth 
and dividend. Investment for growth alone brings an ele- 
ment of speculation. The future is always unpredictable. 
Shipping and automobile industries were blue chips until 
the petrol prices were hiked up. Some four or five years ago, 
new issues of mini-steel industries were quoted at high 
premiums in the share market even before they were 
marketed and now most of them are quoted at a discount of 
Over 50%. Some time ago, the hotel industry was in such 
bad shape that some of them found it difficult to attract fix- 
ed depositors even at 20% interest rate and now their 
shares are quoted much above face value. Yield al 


SO may 
suffer similar setbacks. But if you have started at 


a higher 
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level of yield, you have your compensation. 
Preference Shares: 


Preference shareholders are more assured of getting 
dividends than equity shareholders but the yield on 
preference shares is pre-fixed. When the company makes 
large profits, the benefit is passed on only to the equity 
shareholders and hence the equity shareholder earns more 
and more as the company grows whereas the preference 
shareholder gets the same amount every year as long as the 
company makes profits. Preference shares are therefore not 
preferred. 


At present, almost all preference shares are quoted much 
below par since the market rate of interest has gone up ow- 
ing to inflation whereas the dividend on the shares is pegg- 
ed at the original level. Hence, shares which were issued at 
Rs. 100 giving 6% dividend are currently quoted at around 
Rs. 40. The original shareholders have lost substantially. 
This is yet another reason why these shares are not in de- 
mand. As a result, the current yield on the current prices is 
generally much more attractive than yield on equity. Data on 
preference shares is also published periodically by The 
Economic Times and the The Financial Express. 


Rights Debentures: 


In order to popularise ‘rights debentures’ the Union Finance 
Minister in his budget speech in February 1979 declared that 
the tax at source would be 10%, only when the total interest 
payable to an investor from the company is Rs. 1,000 or 
more. Under the Companies (Acceptance of Deposits) 
Amendment Rules 1978, companies accepting fixed 
deposits are required not to accept deposits exceeding 35% 
of paid-up capital and free reserves. 


With a view to augment the long term resources and for 
mitigating the financial strain caused by the rules as well as 
the tight credit policy followed by the financial institutions 
and banks, the Government announced some strict guide- 
lines in September 1978 for issue of redeemable debentures 
with a maturity period of 7 to 12 years. These guidelines 
almost guaranteed the safety of his capital for the investor 
and included stipulations like (i) Security by a first mortgage 
or pari-passu charge on the fixed assets (present and future) 
of the company with a 50% margin (ii) a nationalised bank 
being required to be appointed as trustee (iii) listing on 
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Stock Exchange for ready marketability and moreover the 
equity quotation being required to be at or above par value 
during the period of 6 months prior to the issue etc. These 
guidelines, applicable for raising working capital, are relax- 


ed in many respects for convertible bonds which are geared 
towards expansion schemes. 


The current ceiling on the interest, which is not covered by 
Sec. 80L, IS 132% and the companies are allowed to offer 
incentives like issue of debentures at a discount or addi- 


tional interest of upto 1% for a year when the company 
declares higher equity dividend. 


Convertible Debentures: 


A good investor realises that the security of his Capital does 
not rest with any pari-passu charge but with the viability of 
the company and integrity of its management. Since very 
good companies offering 15% for much lesser periods were 
available, as expected, the rights debentures did not find 
much favour from the investor. Many companies in their 
desperate search for funds for their expansion programmes 
or new projects have now started offering a fringe benefit in 
terms of bonds or debentures, convertible at maturity (or 
earlier) into equity shares. Alternatively, the benefit may 
confer on the debenture-holder a right to apply for equity 
shares at some future date. The equity is offered at par or at 
a nominal premium. The benefit is first offered to the ex- 
isting shareholders and then it is offered to the general 
public. It is obvious that in such a situation, the equity of the 
present shareholders gets diluted. | wonder how the present 
shareholders give their consent to such preposterous pro- 
positions. 


The fervour caused amongst investors in the stock market 
by these ‘Convertible Debentures’ is comparable only to that 
of ‘FERA Issues’ some 6/7 years ago when, to comply with 
the ‘Foreign Exchange Regulation Act, 1973, many of the 
multinational companies in India diluted their holdings by 
issuing equity shares to the public. 


The king size publicity given by the managers to such 
schemes of some renowned companies, especially in the 
case of some initial issues, has Succeeded in Creating a 
mass hypnosis in favour of these convertible bonds, attrac- 
ting public subscription many times over. This results in the 
bonds getting quoted at a premium in forward trading even 
before they are allotted and the equity price getting a push 
up to an unprecedentally high level. 
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If you sit down and work out the loss incurred, firstly on 
blocking up of almost 10 to 15 times the capital for a period 
of about 3 months before allotment, secondly on the loss of 
income due to lower interest rate on debentures and finally 
on these debentures getting quoted in the market at a rate, 
far below their par value after conversion is exercised, then 
the tall claims made by the publicity may become dwarfed. 


Incidentally, some of these ex-right debentures are SO heavi- 
ly ata discount that the interest works out to more than 18% 
on their market value. This is surely much more attractive 
than the 15% paid on the FDs, possibly of the same com- 
panies. Similarly, after the conversion, the equity prices are 
bound to be pushed downwards by increased supply unless 
the demand also correspondingly increases. 


When the hypnosis wears off and when the result of the tug 
of war between demand and supply becomes known, we 
may have a ‘South Sea Bubble’ on our hands. If that hap- 
pens, | will not be a party to it. Will you? 


| am personally sceptical about the actual advantage toa 
serious investor. It is a fact that the banks, share brokers 
and the underwriters make a lot of money and it is ultimately 
the investor who foots the bill. | do not understand the logic 
behind the underwriting of such issues. 


If you are contemplating to apply for such debentures, | 
would like to draw your attention to the fact that many of the 
tax experts strongly feel that Capital gains tax may be at- 
tracted when you exercise your right to purchase such equi- 
ty shares. 


However, in a majority of the cases, there is a distinct advan- 
tage in applying for a minimum lot, since the probability of 
actual allotment at the lowest level is maximum. The total 
gain to the investor however is marginal since if he is for- 
tunate, he gets only the minimum lot and in some instances 
gets less than the minimum lot. This is an odd lot which at- 
tracts higher brokerage when these are ultimately sold. 


Unstable Investment: 


For many of us the word ‘investment’ is synonymous with 
‘dealings in the stock market’. Every investor is therefore ex- 
pected to have at least an approximate idea of the probable 
shares which are likely to have a fair degree of appreciation 
in the conceivable near future. 


Anyone who is prepared to make a careful and considered 
investment in shares and follow it up continuously is bound 
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to be well rewarded by the share market. One can easily 
aspire to get, through dividends and capital appreciation, as 
high a yield as 12% p.a. Unfortunately, it is becoming in- 
creasingly difficult to convert this aspiration into reality. 
10% yield would be a practical assumption. 


As a matter of fact, until recently, this was an excellent 
avenue of investment as it provided good protection to you 
against inflation. Besides, it gave you a share in the 
economic growth achieved through national stress on in- 
dustrialisation. Regrettably for you, the scene has taken a 
turn for the worse. The following are the main reasons: 


1. LIC has opened new vistas before it by going to the rural 
areas. Similarly, UTI is flooded with investible funds 
mainly because of the obligation of NBCs to invest at 
least 10% of their deposit liabilities maturing during the 
year. Exemption from capital gains which was available 
under Sec. 54E in 1978-79 has further ‘inundated UTI with 
abundant funds. Incidentally, | do not understand why 
capital gains did not find much favour with NSCs or 
NDBs, where the interest rate was higher and tax conces- 
sion was identical. Most of these funds are invested in 
shares thereby creating an artificial demand and paucity 
of good scrips. The correlation between intrinsic worth 
of the company and its share price is completely 
demolished rendering any scientific analysis untenable. 
The dividend level not having changed, the return on the 
current unreasonable high prices has gone down to a 
level of about 4%. At this stage, it does not appear feasi- 
ble that any further capital appreciation can make good 
the loss of about 8% p.a., this being the difference bet- 
ween the yield of the new NSCs (12%) and shares (4%). 


2. Most of the investors are statutorily required to invest 
under the ‘Compulsory Deposit Scheme’. The interest on 
this deposit occupies a sizeable space under Section 
80L, wherein interest from bank deposits and dividends 
from shares are aggregated and are tax-free upto 
Rs. 4,000 every year. This renders even the small yield 
from shares fully taxable. The new exclusive exemption 
of Rs. 2.000 is certainly a good relief for such investors. 


3. The Government has visibly started to adopt the 
philosophy, ‘Small is Beautiful’ and has shifted its sup- 
port to investments in rural, agricultural and small sector 
areas. This calls for the sacrifice of the ‘economy of large 
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scale,’ rendering our products non-competitive in the in- 
ternational market. | feel that the insistence on 
multiplication of employment opportunities, by going 
back to primitive, wasteful and ostensibly uneconomic 
technology simply because it is labour intensive creates 
disguised unemployment, which is worse than actual 
unemployment. 


Those of you who have had the good fortune of large 
benefits from this avenue will find it extremely difficult to 
consider the idea of coming out of the stock market, but itis 
my considered opinion that the situation has become 
unstable, primarily due to these public policies. Any invest- 
ment in shares, at least for the present, has become increas- 
ingly risky. 


Before closing the discussion, | would like to make an im- 
portant point. A good investor never speculates. He buys 
and sells basically to adjust his portfolio to fall in line with 
the changes in investment market. He buys the share when 
the company is young and growing. He sells them when the 
company becomes old and ceases to grow and when its 
market changes adversely. He also books his profits regular- 
ly, taking advantage of the basic exemption of Rs. 5,000 p.a. 
available on capital gains. 
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The various schemes of investment discussed so far, in- 
clusive of the Small Savings Schemes which are supposed 
to have been formulated for smaller income people, carry 
some elements of tax concessions and hence the returns 
are also small. A person who pays little or no tax does not 
benefit by them. The best avenue for him is ‘company 
deposits’, in spite of the associated risks. For the higher in- 
come investor, after he has exhausted the available tax con- 


cessions upto the level beneficial to him, company deposits 
is the only door open. 


Understandably, the investible funds gravitate towards com- 
pany deposits, leaving the banking sector as well as the cor- 
porate financial institutions and trusts, rather worried. We 
find that the Companies (Acceptance of Deposits) Rules 
have been regulated more with the intention of shifting the 


flow of funds, rather than safeguarding the depositor’s in- 
terest. 


The investor would benefit by indulgence in this area, pro- 


vided only that he acts with caution and takes expert advice, 
if necessary. 


Here we are dealing with the riskiest of all investments. 
When a bank or financial institution gives a loan to a com- 
pany, the loan is always secured or hypothecated against 
the assets of the company. Your fixed deposit or loan is not. 
It is unsecured. Your FD receipt may contain a clause 
stating that the deposit is guaranteed against the personal 
property of the directors of the company who are signatories 
of the FD receipt. When the contingency occurs, you will un- 
fortunately find that the directors have no property. Insucha 
Situation you will find that you have totally lost not only your 
Principal amount but also the string of future interest you 
would have earned on it. As an individual, it is beyond your 
means to initiate criminal proceedings against the directors 
of the company or liquidation proceedings against the com- 
pany. 
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In the present condition of tight money market which is 
becoming tighter day by day, most of the companies — even 
the very sound among them — find it increasingly difficult 
to function efficiently without taking recourse to this kind of 
borrowing. There are too many strait-jacket restrictions im- 
posed on them when they borrow from banks and financial 
institutions. The lending rate of interest of banks is also 
pretty high. The companies can therefore, very well afford to 
give anything upto this level to you and avoid controls. 


Until April 1978, when the Companies (acceptance of 
deposits) Rules 1975, were amended, this was a very good 
and possibly the only medium of investment. For the poor 
investor in lower income brackets, plans giving a low yield 
and high tax concessions do not attract such an investor 
since in any case he pays little taxes. This scheme was 
beneficial both to the depositor and the company which ac- 
cepted the deposits since, whereas the depositors got an in- 
terest rate which was higher by 3 to 4% than that offered by 
banks, the companies too paid interest on these deposits at 
a rate which was 3 to 4% lesser than what they had to pay to 
the commercial banks on their borrowings. Moreover, since 
these happen to be unsecured deposits the companies need 
not subject themselves to a scrutiny of plans of expansion, 
inventories, financial performance etc. 


All this resulted in giving rise to two kind of situations. First- 
ly there was an observed shift from savings media like Units, 
Banks, LIC etc. to deposits with companies. Secondly, some 
of the unscrupulous elements took full advantage of the 
situation and overtraded in these deposits. 


Hence, with a view to safeguard the interest of the 
depositors and to regulate the flow of deposits into the 
desired channels some restrictions were imposed, the 
salient features of which are as follows: 

1. It is now obligatory on the part of the companies accep- 
ting deposits to disclose relevant information about their 
management and _ financial position in their adver- 
tisements. 

2. No company can accept deposits exceeding 35% (25% 
from the public and 10% from the shareholder or depo- 
sits guaranteed by directors) of its paid-up capital and 
free reserves less balance of accumulated loss, if any. 
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3. The minimum period of acceptance of deposits is 6 mon- 
ths and the maximum period is limited to 3 years. 


4. A sum which shall not be less than 10% of their deposit 
liabilities maturing during the course of the year is re- 
quired to be maintained in Government securities, Units, 
Current accounts with banks etc. 


5. Further with effect from ist April, 1981, no company is 
allowed to invite, accept or renew deposits in any form, 
on a rate of interest, exceeding 15%, without any regard 
to the term of the deposit. 


6. Furthermore, on the same date. a ceiling was imposed on 
the brokerage paid by the companies at 1%, again, 
without any regard to the term of deposit. After repeated 
representations by the leading companies and brokers’ 
houses, the ceiling on brokerage was stepped up from 
16th January 1982 to 114% for aterm of 1 - 2 years and 
1¥%2% for higher terms. 


| do not understand how these restrictions (except the first 
one) protect the investor, but they have succeeded in diver- 
ting the flow of funds away from the productive sector. If un- 
fortunately, the company does go into liquidation, will the 
secured creditors not have a first claim on all the assets of 
the company inclusive of the 10% deposit in securities, 
Units, banks etc.? We now have a situation wherein a com- 
pany deposits a portion of its borrowed funds with a finan- 
cial institution and the same institution may in turn give a 
loan to the same company. 


Again, the Finance Act, 1975 has made a provision to the ef- 
fect that non-fiscal companies will be disallowed from in- 
cluding 15% of their expenditure by way of interest paid on 
deposits received from the public, in computing their tax- 
able income. Moreover, at least some portion of the dividend 
income earned by the company on the above 10% com- 
pulsory deposit is taxable. These requirements make the 
cost of borrowing by companies quite prohibitive. 


Where do all these restrictions take us? An examination of 
effects of 1978 restriction is quite enlightening. Many good 
companies were offering rates of 12, 13 and 15 per cent for 1, 
3 and 5 years respectively. In limiting the maximum period 
of deposit to 3 years the authorities possibly hoped that the 
interest would be pegged at 13%, but in actual practice 
what happened was that the companies were forced to offer, 
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for 3 years, 14 to 16% in their effort to attract deposits. The 
scheduled banks were offering only 10% for a period of as 
much as 5 years and now found that they were back at 
Square number one. The investible funds did gravitate 
towards company deposits leaving the banking sector again 
worried. This forced the authorities to allow banks to offer 
10% for a period of 3 years. 


The slashing of the brokerage rate is the ‘most unkindest 
cut of all’, not as much to the brokers as to the companies. 
The brokers do play quite a major role in deciding the 
‘investment mix’ of his clients. Higher the brokerage, higher 
is the chance of the company getting deposits. This is 
possibly the main reason why LIC offers such handsome 
commissions to the agents. If | am allowed to extrapolate 
this cause and effect analysis to the new additional restric- 
tions of 1981, it does not require prophetic talents to predict 
the turn of events in recent future. The companies will start 
to offer 15% for a period of 1 year only and offer a brokerage 
of 1% for this deposit. We shall again be back at square 


number one. 


This is indeed the most dangerous game played, adding fuel 
to the fire of inflation. 


Does this mean we should avoid this channel altogether? 
This is the only beneficial door open to anyone whose in- 
come is below the taxable level. Where else can a tax payer 
turn to after he has taken full benefits from available tax con- 
cessions? In our discussion on ‘Capital Risk’, | had 
demonstrated how an investor who is prepared to take 
higher risks stands a good chance of getting higher returns. 


You should carefully select your companies and invest 
small amounts in each, so that in case one company fails, 
you are not very badly hurt. The company Is legally required 
to provide, along with the application form certain salient 
features regarding its working for the last 3 years. This will 
enable you to know the company’s accumulated reserves, 
total secured and unsecured borrowings, pre-tax and post- 
tax profits as well as the names of the directors. In most 


cases, this is a good guide. 


In the case of a public limited company, l invest if and only if 
the current market quotation of its equity shares is higher 
than the face value. This indicates that the company Is well 
respected in the stock market. | am chary of a private limited 
company or a proprietory firm, unless | know the party well. 
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Again, most of these companies offer 72% extra interest to 
their employees and shareholders. Though the dividend on 
shares is lower than the interest of FD, | always buy some 
equity or preference shares so that | regularly get the com- 


pany’s balance-sheet and thereby can keep track of the 
health of the company. 


There are some companies which give quarterly or half- 
yearly interest, while some send you post-dated cheques of 
interest protecting you against postal and cheque realisa- 
tion delays. Some companies, especially the textile mills 


send their discount coupons to you. Some companies pay 
interest in advance. 


There is one more incentive. Many of the brokers share their 
commission equally with you. The brokers get their commis- 
sion from the company. From your point of view this 
amounts to your getting a higher yield as is seen from the 
following table. The mathematical formula is evolved in Ap- 
pendix ‘H‘ on Units. 


EQUIVALENT INTEREST RATE FOR 3-YEAR FD 


Interest 
rate V2a% RV 1% 1%% 122% 1%4% 2% 2%4% 
9 9.20 9.30 9.40 9.50 9.60 9.70 9.81 9.91 
9.5 9.70 9.80 9.90 10.00 10.11 10.21 10.31 10.42 
10 10.20 10.30 10.41 10.51 10.61 10.72 10.82 10.93 
10.5 10.70 10.81 10.91 11.01 11.12 11.22 11.33 11.43 
11 11.21. 11.31 11.41 11.52 11.62 11.73 11.84 11.94 
11.5 11.71 11.81 11.92 12.02 12.13 12.24 12.34 12.45 
12 12.21. 12.31 12.42 12.53 1263 12.74 12.85 12.96 
12.5 12.71 12.82 12.92 13.03 13.14 13.25 13.36 13.47 
13 13.21 13.32 13.43 13.54 13.64 13.75 13.87 13.97 
13.5 13.71 13.82 13.93 14.04 1415 14.26 14.37 14.48 
14 14.22 14.33 1444 1455 1466 14.77 1488 14.99 
14.5 14.72 1483 14.94 15.05 15.16 15.27 15.39 15.50 
15 15.22 15.33 15.44 15.55 15.67 15.78 - 15.89 16.00 
15.5 15.72 1583 1595 16.06 16.17 16.29 16.40 16.52 
16 16.22 16.34 16.45 16.56 1668 16.79 16.91 17.03 
16.5 16.73 1684 16.95 17.07 17.18 17.30 17.42 17.53 
17 17.23 17.34 17.46 17.57 17.69 17.81 17.92 18.04 
17.5 17.73 17.84 18.06 18.08 18.19 18.31 18.43 18.55 
18 18.23 18.35 1846 1858 18.70 1882 1894 19.06 





Note: Since this table is useful under many more situations, besides the 
one mentioned above, the range of commission upto 2%% is 
covered even though this is too high for the case under discussion. 
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Let us take the following example. 


Ms. ABC Co. Ltd. accepts FDs for a term of 3 years @ 
15% payable quarterly. Your broker gives you an incen- 
tive commission of 34% as soon as the company accepts 
your deposits. You are interested in knowing the 
equivalent rate of interest. 

Now, referring to Table-V we find that— 

15% payable quarterly = 15.87% payable annually. 


Again, referring to the above table, we find that when we 
receive %4% incentive commission. 


15.00% interest rate is equivalent to 15.33% 
i.e. 15.87% interest rate is equivalent to 16.20%. 


Taking all this into consideration, you should not have much 
difficulty in choosing good companies that give you a yield 
of at least 152% p.a. 


If your interest earnings from a company during a year on all 
deposits exceeds Rs. 1,000, tax will be deducted @ 10% at 
source under Section 194(A) of ITA, unless depositor fur- 
nishes the company sufficiently in advance the necessary 
declaration in the prescribed form, declaring that his total 
income is less than the minimum amount liable to tax. 


| sincerely plead that some positive steps be taken in the 
right direction. Insuring deposits with Scheduled Banks on- 
ly increases paper-work and pseudo-employment oppor- 
tunities. The deposits are as safe with the insurance protec- 
tion as they are without it. Insuring deposits with Non- 
Banking Companies would give real protection to the poor 
investor. Even if the control were exercised in the form of 
prior scrutiny of the financial position by the Reserve Bank 
whilst issuing the licence for the acceptance of deposits, 
the poor investor would not have been at the mercy of the 


wolves of the trade. 


Until the situation changes, you will have to rely on your bet- 
ter judgement. When you actually start doing so, you will 
find that, at the present juncture, it Is extremely easy to 
locate at least 15 very good companies offering the max- 
imum rate of 15% on their FDs, not only to their employers 
and shareholders but also to public. They do so because 
when they offer 14 72 % instead of 15%, the target amount !s 
collected more slowly and to that extent their speed of ac- 
tions is impeded. Well managed companies realise that the 
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cream is pocketed only by those who move more rapidly and 
intelligently in implementing their plans and programs. 
Money has time value. Similarly time also has money value. 
These dynamic companies open their windows for a short 
while, collect deposits fast, close their windows and get 
busy with their expansion programs. If the money was easily 
available to them from banks, they would have readily paid 
much higher interest to them. 


If you are vigilant, you will surely find that at any point of 
time there are quite a number of good companies who have 
their windows open. This situation may not last for a long 
time, but until the going is good, there is no reason for you 
to compromise on anything less than 15% p.a. payable half- 
yearly. 
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SUMMARY 


Now we come to the most difficult area in this Wonderland 
of Investment. This is where we take the ultimate and crucial 
decisions. These are the decisions which will formulate 
your level of financial affluence. Your name would remain 
enshrined for ever in your family’s heart if these decisions 
are of good quality. 


Your are now better equipped to take these decisions. You 
have now a practical philosophy of investment with you. You 
have not only better data but also a higher ability to analyse 
the data for taking success-oriented decisions. 


Let us review our philosophy of investment. 


1. LIC. 


Life cover is a qualitative aspect needing special considera- 
tion. The one and only purpose of life insurance is provision 
for the family. This is an unavoidable necessity. A certain 
portion of the available funds must therefore be earmarked 
for life insurance premiums according to individual needs. 
These needs should be ascertained very carefully since the 
cost of cover is quite high. It is fallacy to look at life in- 
surance as an instrument of investment. 


It is greater fallacy to over-insure. 


This implies that a poor person, who can save very little, (if 
at all he manages to save anything), must necessarily buy an 
LIC policy giving a lower yield whereas a rich investor may 
not need any cover and hence can well afford to buy invest- 
ment plans giving higher yields. 

The rich will become richer and the poor will become poorer 
unless LIC begins to sell life cover at reasonable rates. 


Those who desire life cover should first consider ULIP and 
the new Social Security Certificates where some limited 
cover is available at a cost lower than that of LIC. 
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2. Capital Risk 


Investment plans giving higher yields are more risky. This 
does not mean that you should always choose very safe 
plans giving lower yields. The difference between the two 
yields is the premium you pay (i.e., is Money you do not earn) 
for the safety of your Capital. It is a fallacy to over-insure. An 
investor who does not have a good assessment of the 
realistic power of money tends to be overcautious without 
realising the opportunity cost involved. 


It is bad to gamble. (This is the reason why we have not con- 
sidered analysis of various state lotteries). However, it is 
necessary to take calculated risks. At certain levels of risk it 
is possible that one loses some investments but the wins in 
the rest of the investments should result in more than ade- 
quate compensation for the losses. 


3. Liquidity 


Fixed Deposits for higher periods offer higher interest. This 
gives an impression that a certain amount of sacrifice is 
called for to ensure the desired level of liquidity. This 
Sacrifice can very well be circumvented by good financial 
planning, getting a well spread out portfolio, not only across 
the various avenues but also across the time dimension. 


4. Compound Interest 


It is the intrinsic responsibility of each and every investor to 
prove to all financial institutions that he is no more lured by 
their publicity campaigns and the sales talk of their agents. 
These institutions will then be forced to pass on the benefit 
to the investor rather than waste millions of rupees in sales 
campaigns and high commissions to agents. 


The main point of contention in their Canvassing is that 
money grows. We know that money always grows. What 
matters is its rate of growth. 


5. Taxes 


It is one’s duty towards one’s nation to pay taxes. It is one’s 
duty towards one’s family not to pay taxes. The way out of 
this dilemma is not by dodging your responsibility towards 
the nation, but by taking due advantage of statutory selec- 
tive tax-concessions made available by the Government to 
all investors for achieving its socio-economic objectives. At 
present we complain about the tax burden being pretty high. 
If no one dodges tax (even going to the extent of paying tax 
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on bribes) the burden on every individual will automatically 
be reduced. 


The word tax-free always casts a magic spell on the investor. 
He should resist the temptation of buying a financial plan 
just because it gives tax-free interest. It may be more advan- 
tageous to earn more interest from some other sources and 
pay tax on the interest. It is the resultant net income that 


matters. 


6. Break-even Yield 


After all the qualitative aspects of investment are taken care 
of, the single decision-formulating criterion is return on in- 
vestment. A good investment for one may not necessarily be 
good for another in view of the fact that the return on the in- 
vestment depends upon the income bracket and the cor- 
responding tax element. In some cases, the return from one 
investment may also depend upon other investments. 


Different plans can be compared /nter se, only when cor- 
responding break-even yields are computed. 


Let us review the various financial plans available to us. 
Financial plans can be classfied under 4 major heads: 


1. Covered by Sec. 80C 


Tax rebate is available for all the plans under this head on 
aggregate contribution subject to ceiling of 30% of the total 
income or Rs. 40,000 whichever is lower. Amount allowed to 
be deducted from income is 100% of the first Rs. 6,000, 50% 
of the next Rs. 6,000 and 40% of the rest of the contribution. 


The plans are: 


Plans Ceilings on annual contributions 

R.P.F. — 20% of salary or Rs. 10,000 whichever is less 
p.P.F. — Rs. 30,000 

C.T.D. — Rs. 12,000 for single & Rs. 24,000 for joint accounts 


L.1.C. — No limit 


U.L.L.P— Rs. 1,200 and Rs. 2,400 after 3 years 


LIC and ULIP cover life. RPF is available only to salaried 
employees who may benefit by contributing over and above 
the statutory minimum requirement upto the limits accep- 
table to the employer. PPF yields 8%2% for a 15-year term, 

% and ULIP gives approximately 


whereas CTD yields 7% 
72% for terms of 10 years. Moreover ULIP and CTD gives 
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you more frequent opportunities to reinvest the matured 


amounts under Section 80C, thereby getting additional 
rebates. 


In any case a PPF account should be opened forthwith, at 
least at minimum level specially because of two facilities: 


(i) Contribution can be varied from Rs. 100 to Rs. 30,000 
(ii) Certain withdrawals are permitted enabling the in- 
vestor to earn additional rebates. 


The possibility of one PPF and some CTD and ULIP ac- 

counts concurrently running so as to be able to reinvest 

matured proceeds from these into PPF to get double rebate 

should not be lost sight of. After the hike in the interest rate 

- ULIP in July 1982, it has become more attractive than 
LD, 


2. Covered by Sec.80L 


Aggregate interest-income from the following plans is tax- 
free upto Rs. 4,000 per annum. 


Plan Term Interest Payment 
1. Shares — — annually or 6-monthly 
2. N.S.C.—VI 6 years 12% on maturity 
3. N.S.C.—VII 6 years 12% half yearly 
4. P.O.T.D. 3 years 10%2% annually 
5. R.D. 5 years 10%2% on maturity 
6. Banks 3 years 10% on maturity or 
quarterly 
7. Units _ 10%% annually 
8. SSC 10 years 11%2% on maturity 


Exclusive additional exemption upto Rs. 3,000 is available 
on Units. Similarly, exclusive additional exemption upto 
Rs. 2,000 is available on bank FDs of a term of 1 year or more 
NSCs etc. 


Shares: Investment in shares is a popular and challenging 
instrument under this head. This is the only scheme within 
the reach of the small investor which (i) gives him protection 
against inflation, and (ii) allows him to pocket long term 
gains of Rs. 5,000 per year without any tax. 


One can easily aspire to get over 12% yield, but one who 
does not have enough time or inclination to study the share 
market and regularly review one’s portfolio should keep 
away from this area. It is very easy to get one’s fingers burnt 
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very badly here. Moreover, the present situation is 
precariously unstable. 


Units: Units may be considered only for their exclusive ex- 
emption of Income-tax of Rs. 3,000 and Wealth-tax exemp- 
tion of Rs. 35,000. The yield is less than 10% % and capital 
appreciation is also marginal, but the situation is likely to 
improve substantially in the near future. 


3. Covered by Sec. 10 


Interest is tax-free for all plans under this head. RPF is such 
a plan for salaried employees. The following plans are 
available to all investors. 


Plans Ceilings Interest Term 
Single Joint Rate 

Rs. Rs. % years 
1. PPF 30,000 _ 8V2 15 
2. CTD 12,000 24,000 7% 10 
3. NSC-II 75,000 1,50,000 7 V2 6 
4. POSB 25,000 50,000 5 V2 — 
5. CIB No Ceiling 7 10 


It is obvious that PPF is again tne best of the lot, under this 
head. PPF (as well as CTD) is also covered by Section 80C, 
where tax rebates are available on contribution upto 30% of 
total income. The investor may contribute to both these 
schemes over this level of 30% income. He will get no 
rebate on excess contribution but earn tax-free interest. 
CTD could benefit some of the investors more. 


After tapping these fully, in the unlikely event of the investor 
having some funds left for futher investment, he may turn to 
NSC-Il and thereafter to Capital Investment Bonds. 
Moreover, POSB could be used to hold liquid funds. 


4. No tax cover 
‘EDs with companies’ is the only scheme visibly available 
under this head. But all schemes covered under Section 80L 
ond the level of aggregated interest of Rs. 4,000, do 
belong to this group since beyond this they continue to at- 
tract interest but not any tax benefits. FDs with companies 
is however, the riskiest of all investments, but at the same 


time, most rewarding. 

It is not at all difficult to find an excellent company, very 
viable and well managed, offering 15% payable half-yearly 
(equivalent 151%) on its FDs. 


bey 
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Summary 


We have thus narrowed or shortlisted our search for good in- 
vestment plans to the following plans: 


1. PPF 2. NSC-II 3. POSB 4. CIB 
5. Shares 6. NSC. VI&VII 7. Units 8. Co-FDs. 


Throughout the discussions it was repeatedly asserted that 
different plans can be compared with one another if and on- 
ly if the ‘break-even interest rates’ are computed. The follow- 


ing table gives the break-even rates of all the plans we have 
shortlisted. 
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INVESTMENT STRATEGY 


It is not my intention to give an instant formula for solving all 
investment problems. If it were possible to do so, it would 
have saved a lot of effort for me to write this book and for 
you to read it. It is necessary for every investor to have an in- 
depth knowledge and understanding of the investment plan 
in which he is proposing to invest his money. 


As has been repeatedly asserted throughout these discus- 
sion series, an investment plan may be excellent for one in- 
vestor whereas the same plan may harm some other in- 
vestor. There are a number of inter-related factors playing a 
significant role in determining how a given plan contributes 
to the affluence of an investor. Some of these factors are: 
(i) investor's current income; (ii) his present portfolio; 
(iii) size of his family and the extent of his responsibility 
towards it; (iv) his attitude towards risk and contingent 
losses; (v) need for liquidity of funds; (vi) tax structure; 
(vii) Government's policies; (viii) investor's profession; 
(ix) his religion; (x) his age; etc. 


The decision-taking is therefore a difficult and involved pro- 
cess. The investor who masters this process is well reward- 
ed, as can be gauged from the following letters written by a 
consultant to his clients. 


For greater benefit to the readers, it is imagined that these 
letters are written on the basis of Income-tax returns 
prepared for the financial year 1982-83, giving due regard to 
all the changes in the investment scene during the year. 


| sincerely hope that by now you are in a position to make a 
similar analysis for your friends, if not for your clients. 


My dear Mr. X.Y.Z., 


You had requested me to study your financial affairs witha 
view to improve your yield. For ready reference your state- 
ments are reproduced hereunder, after suitable regroupings 
and rounding-off of figures. 
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Statement of Income & Tax: 


Financial year: 1982-83 


Salary Rs. 72,000 
Taxable value of perks Rs. 8,000 
Dividend on shares Rs. 17,100 
Capital Gains (short term) Rs. 3,900 
Capital Gains (long term) Rs. —_ 1,500 
Dividend on Units Rs. 3,600 
Interest on Bank Deposits Rs. 1,550 
Interest on CDS Rs. 2,250 
Gross Income Rs. 1,09,900 
Less: Standard deductions Rs. 1,000 
Deductions under Section: 
80L for shares Rs. 4,000 
80L for units Rs. 3,000 
80L for banks deposits Rs. 2,000 
80J & K for shares Rs. 1,500 
80T for Capital Gains Rs. 700 


80C: 100% of 6,000 6,000 
50% of 6,000 3,000 


40% of 6,750 2,700 Rs. 11,700 
Gross deductions Rs. 23,900 
Net non-agricultural income Rs. 86,000 
Net agricultural income Rs. 18,000 
Total income Rs. 1,04,000 
Computation of Income-tax* Rs. 
Agricultural Income 18,000 
Add basic exemption 15,000 
33,000 
Tax on Rs. 1,04,000 Rs. 46,448 
Less Tax on 33,000 6,490 
Income-tax payable: 39,958 
Statement of Wealth & Tax: 
Wealth Income 
Agricultural land Nil Rs. 18,000 
Shares Rs. 4,06,000 Rs. 17,100 
Units Rs. 40,000 Rs. 3,600 
Bank deposits Rs. 24,000 Rs. 1,550 
CDS Rs. 30,000 Rs. 2,250 
Total Rs. 5,00,000 Rs. 40,800 


* Refer to ‘Income-tax ‘Ready Reckoner’ by Shri V.G. Mehta and Shri N.V. Mehta 
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Less: Deduction under Sec. 5 Rs. 1,65,000 
Exclusive for units Rs. 35,000 


Net wealth Rs. 3,00,000 

Wealth-tax payable = Rs. 1,732 
Other information: Rs. 

Contribution to LIP 10,750 

RPF 6,000 

PPF 2,000 

Capital Gain: Long Term 1,500 

Short Term 3,900 

Title to moneys in RPF 2,00,000 

PPF 25,000 

Gratuity 50,000 

Superannuation fund 1,25,000 

Total 4,00,000 


My observations: 
1. LIC Premiums: 


During ‘investment planning’ the foremost question re- 
quired to be satisfactorily answered is ‘How much in- 
Surance cover do | need? | do not think you have answered 
this question before deciding to pay Rs. 10,750 premium 
every year. Let us try to do this now, by examining the 
following. 


A gap of about Rs. 80,000 in the annual income would be 
created on your premature death. This will be in your case 
completely offset by (i) your own personal expenses no 
longer required (ii) yield from fresh investments of funds ob- 
tained from your LIC, RPF, PPF, Gratuity, Superannuation 
Fund, etc. and:(iii) reduced tax liability. 


| strongly feel that you have inadvertantly over-insured 
yourself. Remember that your LIPs occupy some space in 
the deductions available under Section 80C. Unless you 
desire to continue with the present cover, there are 3 
courses of actions available to you: (i) make the policies 
paid-up: You get proportionate value on maturity or prior 
death; (ii) surrender the policies to LIC: You get a certain 
percentage of paid-up value immediately: (iii) take a loan on 
your policies from LIC. 


| propose surrendering. Incidéntally,! am surprised to find 
that you did not consider ULIP or Social Security Certificate 
which cover your life at lesser costs. 
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2. Policy for Payment of Estate-duty: 


| find that you have deposited a policy with the Controller of 
Estate-duty for the express purpose of paying Estate-duty. 
Such policies are aggregable for rate but exempt from duty 
subject to a maximum of Rs. 50,000. 


Would it not have been a much better idea to take the policy 
under MWP Act, in which case it would have been treated as 
a separate estate and hence would also not have been ag- 
gregated for rate? 


3. Dividend on Units: 


Here you have definitely indulged in over-investment by Rs. 
5,000. Exclusive exemptions under Wealth-tax to the extent 
of Rs. 35,000 and under Income-tax to the extent of Rs. 3,000 
are available. Sell off the rest of the units. 


4. Dividend on Shares: 


Your over-indulgence in this area has surpassed all limits. 
This need not dishearten you since you will find that most of 
the investors in your tax-bracket do likewise. The principle 
applicable in the case of Units is also applicable for shares. 
The income is tax-free only upto a limit of Rs. 4,000. Unfor- 
tunately in your case a lot of space below this limit is oc- 
cupied by your interest on CDS and this is beyond your con- 
trol. 

| know that you are proud of your ability to make money in 
the share market but more than 60% of it is taken away by 
taxes. Henceforth, you should give the benefit of your vision 
in the share market only to friends like me without making 
any attempt to derive benefit for yourself. It is just not worth 


the effort. 


5. Bank Interest: 

You should have a Post Office Savings Bank account giving 
52% tax-free yield, covered by Section 10, on a maximum 
deposit of Rs. 25,000. A similar account in Scheduled Banks 
give only 5% interest and is covered by Section 80L. Other 
investments are already occupying a lot of space under Sec- 
tion BOL. Moreoever, with POSB you may win one of 11,116 
prizes, drawn twice a year, provided your account maintains 


a minimum balance of Rs. 200. 


6. PPF: 
Can you justify your meagre contribution of only Rs. 2,000 
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towards PPF? Actually, you could have contributed Rs. 
28,000 more to PPF and got 82% tax-free interest besides 
additional tax rebate on Rs. 14,220 but you chose to invest in 
Shares and get less than 112% interest after taxes. After 
reaching the limit of Rs. 30,000 in PPF, you could have 


chosen CTD with 71%4% tax-free and further NSC-II giving 
7V2% tax-free interest. 


It is obvious that you were not aware of the facility of in- 
vesting upto Rs. 30,000 in PPF, in spite of your other con- 
tribution under Section 80C, and earning tax-free interest. 
This ignorance has indeed hurt you badly. 


7. Capital Gains: 


It appears that your short term and long term capital gains 
are not a result of financial planning, otherwise you would 
have at least booked additional long term profit of Rs. 3,500 
and resisted the temptation of booking short term gains of 
Rs. 3,900 on which you had to pay a tax of over Rs. 2,500. 


8. Agricultural Income: 


Your having an agricultural income of Rs. 18,000 in an ag- 
gregate income of Rs. 1,04,000 has saved tax of Rs. 6,500. 
Any additional investment would be worth your while. 


9. Gifts: 


Gifts are an excellent channel to transfer the Ownership of 
property from the donor to the donee thereby reducing the 
incidence of Income-tax, Wealth-tax and Estate-duty of the 
donor. If the donee happens to be your wife, child or grand- 
child or for that matter a near relative, the property effective- 
ly does not change hands but the tax liability goes down. 
You have not yet taken any advantage of this. 


10. HUF: 


You have already inherited a fairly large estate from your 
father and have succeeded in enlarging it almost to double 
the original size. Your present heavy taxation burden 
emanates from clubbing your own income with income from 
your father’s estate. You have the right to give character of 
HUF to your estate. There will not be much of a benefit to 
you personally, but your progeny will be well served by your 
action. 


It is also worthwhile to formulate a trust through your will. 
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Summing up, my suggestions are: 


Surrender LIC Policies, 

Sell all your shares, 

Bring your investment in Units down to Rs. 35,000, 
Close your savings account in a Scheduled Bank and 
Open an account under the Post Office Savings Bank 
keeping a balance of around Rs. 25,000. 

NSC-II of Rs. 75,000, 

Contribute Rs. 30,000 p.a. to PPF every year, 
Contribute Rs. 12,000 to CTD every year, 

Convert a part of your personal property into HUF 
property, 

Make a gift of at least Rs. 50,000 to your wife, 

Give every year a gift of at least Rs. 5,000 to your wife 
or children or any persons of your choice. 


All this means that for the sake of changing your 
portfolio into an ideal one, you require, every year, 
Rs. 35,000 (PPF Rs. 28,000, CTD Rs. 12,000, gifts Rs. 
5,000, less LIP Rs. 10,000). Over and above this you 
require Rs. 1,25,000 in the very first year (gift to wife 
Rs. 50,000, NSC Rs. 75,000), which implies that you 
need not liquidate all your share holdings im- 
mediately. You can plan a steady disposal over a 
period of 4 to 5 years so as to able to book capital 
gains of Rs. 5,000 every year. 


With best regards, 


My dear Mr. A.B.C. 


You had given me your statements of income and assets 
with a request to make suggestions enabling you to reduce 
your tax liability. | have however, carried out my study witha 
view to increase your net income, entailing if necessary, 
paying more taxes. | hope this meets with your approval. 


For ready reference, your statements are reproduced below 
after suitable regroupings and rounding-off of figures. 


Pon 


SO MNO 


Statement of Income and Tax: 
Financial year: 1981-82 


Rs. 28,000 

Fee on bank deposits Rs. 750 
Dividend on Units Rs. 1,250 
Total income Rs. 30,000 

_ Less: Standard deductions Rs. 5,000 
Gross Income Rs. 25,000 
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Deductions under Section: 
80L for banks Rs. 750 
80L for units Rs. 1,250 
80C—100% of 6000 Rs. 6,000 
50% of 1000 Rs. 500 


Gross deductions Rs. 8,500 
Net income Rs. 16,500 
Income-tax payable Rs. 495 
Statement of Assets: 

Banks and CDS Rs. 9,000 

Units Rs. 14,000 

RPF Rs. 42,000 

PPF Rs. 20,000 

Gratuity Rs. 15,000 

Total Assets Rs. 1,00,000 


Other information: 


Annual contribution to RPF Rs. 4,900 
PPF ARs. 2,100 
Coparcenary interest in 
. HUF property Rs. 40,000 
HUF income Rs. 2,500 


My observations: 
1. Life Insurance Cover. 


During our earlier discussions you had rather curtly told me. 
that you would not buy Alphonso mangoes at Rs. 150 per 
dozen, even if they are exquisite, tasty, good for health and 
what not. | do not see any analogy between LIC and 
mangoes. One can live happily without mangoes but not 
without insurance cover. 


If you die, the only regular income your family will get after- 
wards is (i) Rs. 2,000 from Bank and Units; (ii) Rs. 2,500 from 
HUF; (iii) Rs. 11,500 from investment of moneys received 
from your death-cum-retirement funds. This adds up to 
Rs. 16,000. Your current income, inclusive of expenses in- 
curred by HUF on you is Rs. 32,500. You Save Rs. 7,000 and 
pay tax of Rs. 500. The net take-home Income is about 
Rs. 25,000. This leaves a gap of Rs. 9,000. Even if we assume 
that you require Rs. 4,000 for your own consumption, there 
is a gap of Rs. 5,000. Will this gap not put undue pressure on 
your wife, two lovely daughters and the young lad who is 
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aspiring to become a top-notch engineer? Your eldest child 
is only 10 years old. 


You do require a cover of about Rs. 35,000 for a term of 15 to 
20 years. After this period, your children will be well settled 
and moreover your other savings will have grown to a 
respectable size, provided of course you start a more pru- 
dent investment policy. Buy ULIP and Social Security Cer- 
tificate to the maximum extent possible. Buy also a LIC 
policy for a sum assured of Rs. 8,000. 


2. Units: 


As long as you have not crossed the limit of Rs. 6,000, fixed 
deposits in banks are more beneficial than Units. 


3. Bank: 


Whether you have crossed the limit of Rs. 6,000 or not, time 
deposits in the Post Office are more beneficial than banks. 


4. POTD: 


Investment in NSC-VI or VII is undoubtedly better than time 
deposits in Post Office. NSC-VI gives you a cumulative sum 
at end of 6 years at a rate of 12% p.a. compounded every 6 
months, whereas NSC-VII yield is also 12% p.a., payable 
every 6 months for its term of 6 years. 


| prefer NSC-VII for its regular pay-offs. For instance, if you 
buy Rs. 30,000 worth of NSC-VII, you will be required to 
declare an interest of Rs. 3,600 in your tax-returns every 
year. In case of NSC-VI however, you will have to declare an 
interest of Rs. 3,720 in the 1st year, Rs. 4,170 in the 2nd and 
finally Rs. 6,720 in the 6th year. Remember only Rs. 6,000 is 
tax-free. You should not therefore subject yourself to 
automatic reinvestment of any interest and you are forced to 


do this if you buy NSC-VI. 


5. NCSs: 


If you are ready to study the share market, take some risk 
and examine your portfolio regularly, the investment in 
shares may be (or may not be—this is speculation) more 


rewarding than in NSCs. 


6. Shares 


Deposits in Public Ltd. Companies do not give you a better 
yield than NSCs. However, if you are prepared to take 
greater risks you can even get as high a return as 21% from 
some private limited companies or individual traders (Hundi 
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or term-loan). | am not suggesting this to you for obvious 
reasons. | am also not suggesting the share market to you 
since | feel that you do not have the temperament and the 
time to follow a dynamic policy of portfolio management. 


7. Public Provident Fund: 


The break-even rate at your level of taxation works out to 
19.59% upto an investment of Rs. 6,000. Beyond this level, 
the returns are almost same as on Co-FDs. There is no 
reason for you for lock up your funds for 15 years in PPF in 
place of 3 years in Co-FDs, where the advantage is same. 


8. HUF: 


From our earlier discussion | had gathered that your HUF is 
quite large having a property worth almost 4 lakhs of rupees. 
There are quite a number of members and your coparcenary 
share is Rs. 40,000. The HUF spends about Rs. 2,500 on you, 
your wife and children. 


It is obvious that your HUF has crossed the optimal size and 
unncessarily paying heavy taxes. It is high time to demand a 
partition. The overall tax liability would reduce significantly. 


Summing up, my suggestions are: 


Buy a suitable, low-premium and high cover LIC policy. 
Sell off all your Units. . 
Close your bank account and open an account in the’ 
Post Office. 

Invest in NSC-VII. 

Are you entitled to any free withdrawals from your RPF 
or PPF? If you are, withdraw whatever you can. 

It appears you have opted for additional voluntary con- 
tribution to your company’s provident fund. Your age is 
only 30 and your contribution will get locked up for as 
many as 25 more years. This is silliest thing to do. If. 
you had less than 9 years for your retirement, the action 
would indeed be wise. 

6. Demand a partition from your HUF. 


ae NS 


After you take the above actions, | am sure you will be plac- 
ed much more comfortably than you are now. When that 
happens, | shall consider-my efforts well rewarded. 


Good luck. 
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Dear Mr. Shanbl:ac 


| have great news for you. On the basis of-your ‘Investment 
Table’, | have discovered an excellent process through 
which an investor can plan an investment strategy giving 
him maximum returns. 


Allow me to introduce myself. | have recently retired from 
service and have collected as much as Rs. 3 lakhs (after 
taxes) as terminal benefits. My family is rather small, con- 
sisting of my dependent parents, my wife and a son who is 
only 8 years old. | was reputed to be a hard, diligent and 
ruthless worker, which is the reason for my having a saving 
of Rs. 1 lakh only. However, | had an LIC policy of Rs. 2 lakhs 
which matured on the day | retired. After reading your book | 
realised that | owe an apology to my family for this rather 
foolish action. In spite of longevity in my family (my parents 
are still alive and all grandparents lived for over ninety 
years), | went in for insurance to help one of my cousins who 
is an LIC agent. It is useless now to carry out a post mortem 
when rigor mortis has set in. Because of the stiff premiums | 
was paying, | could not even buy a residential accommoda- 
tion. Luckily, | do not need one. | am residing in an embar- 
rassingly spacious flat on old rent. 


| must also add that | have a disconcerting habit of living 
lavishly and look forward to my present assets of Rs. 6 lakhs 
to provide Rs. 50,000 every year for my day to day expenses. 
At this stage | found th’ ‘iwestment planning is indeed a 
very difficult task, if O... wants to pay his taxes. Let me ex- 
plain why. 

With the intention of having some base to start with, | 
assumed that the entire amount of Rs. 6 lakhs is invested in 
Co-FDs at an average interest rate of 15% p.a. This gave me 
an attractive yield ot Rs. 90,000 before taxes and an unattrac- 
tive yield of Rs. 46,881 after tax. This forces me to eat into 
my capital. Moreover it would be impossible to derive any 
benefit from the excellent tax saving devices like PPF or 
CTD because | have no money!! 

| was smarting under a sense of injustice. In my attempt to 
get some kind of handle to the solution of this problem | 
began looking out for a magic incantation or tantric mantra 
when | came across your book. 

From your Investment Table, | realised that NSC-VII, Units, 
NSC-II, CIB and POSB give me more than 15% returns. | was 
about to choose all these channels upto the permitted 
limits. But this would be a wrong approach. As | keep on 


Scanned by CamScanner 


INVESTMENT STRATEGY 213 


choosing these avenues one by one, my taxable income 
goes down. There is a possibility that the tax slab would 
change and wh. - 3 attractive in the higher slab may not 
remain attractive in the lower slab. Therefore, it is necessary 


to conduct an iteration process to arrive at an optimal plan. 
This is clear from the following table. 


PLAN FOR INVESTMENT OF RS. 6 LAKHS 


Investment Amount Gross Taxable Income Taxable Wealth Net 
Avenue Income Income Tax Wealth Tax Income 


1.Co-FDs —6,00,000 90,000 90,000 37,482 6,00,000 5,637 46,881 


2.Co-FDs 5,50,000 82,500 82,500 32,808 5,50,000 4,657 51,035 
NSC-VII 50,000 6,000 


88,500 


3.Co-FDs 5,15,000 77,250 77,250 29,6315,15,000 3,971 52,648 
NSC-VII* 50,000 6,000 
Units 35,000 3,000 


86,250 


4.Co-FDs  3,33,300 50,000 50,000 13,970 3,33,300 2,062 55,688 
NSC-VII 50,000 6,000 


Units 35,000 3,000 
CIB 1,81,700 12,720 
71,720 


5.Co-FDs = 3,73,300 56,000 50,000 13,970 3,73,300 2,458 52,492 
NSC-VII 50,000 6,000 





Units 35,000 30% 
CIB 1,41,700 9,92¢ 
74,920 

PPF 6,000 


6.Co-FDs  3,84,100 57,615 50,000 13,9703,84,100 2,565 50,015 
NSC-VII 50,000 6,000 


Units 35,000 3,000 
CIB 1,30,900 9,165 
75,780 

PPF 9,230 





This is my optimal plan. Now, | have enough for my comforts 
and in addition will be able to contribute as much as 
Rs. 9,200 to PPF. Please note that | have opted for Capital In- 
vestment Bonds giving 7% in place of NSC-II giving 772% 
since | require regular payments. | have not considered any 
CDS liability since my withdrawals will more or less equal 
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my contributions. | have also not considered making any 
gifts at this moment. My only child is only 8 years old and 
therefore | have to wait for another 10 years. 


| am sure you will not be able to improve upon this plan. All 
the same, kindly write to me at least to give me your con- 
gratulations. 


My dear Mr. L.N.F. 


The greatest reward any author can have is this kind of 
reader who has a much deeper insight into his creation than 
the author himself. | do not have enough superlatives to ex- 
press my gratitude. | earnestly wish to receive similar 
rewards from other readers. 


1. PPF: 

In spite of appreciating the great utility of PPF, you have 
hardly taken any advantage therefrom, under the mistaken 
notion that for your day to day needs, you should use your 
income and not capital. No one can stop you from con- 
tributing as much as Rs. 30,000 every year from your income. 
If you do this, your investment in Co-FDs will get reduced 
year after year, since you do require Rs. 50,000 for your con- 
sumption. However, your capital will be increasing at an ac- 
celerated rate due to savings in taxes. 

Your taxable income will keep on diminishing and when 
your locked up capital gets released you may convert it into 
Co-FDs, if you find that it is worthwhile to do so at that 
stage. You may take advantage of withdrawal facilities of 


PPF for a similar purpose. 


2. CTD: 

Again, for the same reason, you may contribute Rs. 24,000 
every year since this gives a higher yield than CIB. You may 
hold a joint account with your wife for the explicit purpose 
of enjoying higher ceiling instead of putting the entire 
amount in PPF. CTD matures in 10 years, giving you an op- 
portunity to convert the investment into Co-FDs. It is really 
unfortunate that you cannot invest in ULIP at your age. 


3. NSC-II: 


You may apply the principle of eating into your capital and 
opt for NSC-II instead of CIB, thereby getting the benefit of 


¥2 % higher tax-free interest. 


4. POSB: 
To be able to switch avenues of investment from time to 


Scanned by CamScanner 


INVESTMENT STRATEGY 215 


time as well as to hold liquid funds for your consumption, 
POSB would be very convenient indeed. 


5. Gifts: 


Have you had a good look at your estate duty liability? | do 
not know why you are avoiding clubbing provisions. The fact 
that interest on interest is not clubbed, provides you witha 
very good reason to make gifts even beyond the gift-tax ex- 
emption limits of Rs. 50,000 to your wife and Rs. 5,000 every 
year to anyone. 


If you insist on avoiding the clubbing altogether, ask your 
wife to buy the NSCs as well as Units with the gifted funds. 
The interest she earns would definitely be clubbed in your 
hands, but would be tax-free in any case. Similarly, you may 
open aCTD account in the name of your minor son who is 8 
years old. The account matures just when he becomes ma- 
jor and the entire sum, interest as well as the capital, would 
belong to him. 


Investment planning is indeed quite a complicated subject. 
It requires delicate handling and regular follow-up. Please 
remember you are free to call me any time you require my 
services. | like to see my friends become wealthy by merely 
avoiding wastage In the investment process. 


Incidentally, | do not like Capital Investment Bonds. 
With kind regards. 


My dear Mr. ABC, 


Your wife has sold her inherited house for Rs. 3.1 lakhs. The 
value of the property was assessed at Rs. 75,000 as on 
1-1-1964. After that date, your wife had incurred capital ex- 
penditure of Rs. 25,000 for additions and alterations to the 
house. Moreover, she has spent Rs. 10,000 wholly and-ex- 
clusively in connection with the sale. 


The long term capital gains are therefore, Rs. 2.0 lakhs on 
the net sale proceeds of Rs. 3.0 lakhs 


Unfortunately, since your wife already owns a residential 
house, she cannot take advantage of Sec. 54 to save tax on 
capital gains by buying or constructing a residential proper- 
ty with the sale proceeds within a period of 1 or 3 years 
respectively. Again, since the house was sold after the 
presentation of the 1979-80 Union Budget, she can no more 
save the tax u/s 54(E) by investing in NSCs, Units, Bank FDs 
etc., and holding on to these assets for a minimum period of 
3 years. 
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The only avenue open to her at present Is investment in 
‘7-year’ National Rural Development Bonds’ which were 
issued by RBI from 9th July, 1979. The yield is 7¥2% and Is 
fully taxable in the hands of your wife as she already earns a 
little over Rs. 4,000 as dividend on shares and Rs. 2,000 from 
bank FDs. She has no other income. 


| had strongly adivsed you against locking up the entire 
amount of Rs. 3.0 lakhs at such a low yield and foras long a 
period as 7 years. | have some apprehensions about the 
saleability of these bonds after 3 years. Within this period, 
on grounds of expediency, there is every likelinood of better 
avenues, as were available earlier, being made available to 
the investor by the new Government. Even otherwise, aS yOu 
will soon discover, these bonds, in most cases, do not 
achieve their purpose. The demand for these will therefore 
be very scarce indeed. You will be stuck with them forall the 


seven years. 


| had observed that it is advantageous to pay tax and invest 
the remnant amount in EDs with Public Limited Companies. 
These days, it is not very difficult to find quite safe com- 
panies offering 15%2% p.a. (15% payable 6-monthly). | now 
understand that you want to accept my advice only partially. 
You propose to derive maximum benefit from the fact that 
when a portion of the sale proceeds are invested in the 
bonds, proportionate exemption is available. The marginal 
tax rate above an income of Rs. 1 lakhis as high as 66%. You 
are inrested in saving at least this by investing only Rs. 
42,500 in the bonds. You concede that any further invest- 
ment in bonds will diminish the returns, since the savings in 
tax at the lower slab of income will be lower. The following 


table clarified this proposition. 


With Without 
Rural Bonds Rural Bonds 
Rs. Rs. 


Capital gains on sale 





proceeds of Rs. 3,00,000 2,00,000 2,00,000 
Proportionate exemption on 
Rs. 42,500 _ 28,330 _ 
Net 1,71,670 2,00,000 
Basic exemption u/s 80T 5,000 — 5,000 
Balance 1,66,670 1,95,000 
40% balance thereof _ 66,670 © 78,000 
Taxable amount 1,00,000 1,17,000 
Tax payable - 43,808 55,028 
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You will save a tax of as much as Rs. 11,221 on as small an 
investment aS Rs. 42,500 in the bonds. This appears attrac- 
tive — very attractive indeed! A moments reflection, 
however, will make it clearly unattractive. To save this tax, 
you are required to make a Sacrifice for 7 long years of earn- 
ing only 72% interest in place of 1512 %. 


The game of weighing the gains against sacrifices before 
taking a financial decision is worth the candle several times 
over. In the present case, while you can buy Rs. 42,500 worth 
of bonds @ 712%, you are in a position to deposit only Rs. 
31,280 in FDs. The rest of the amount will be taken away by 
the taxes. 


Now we find that in 7 years, 


Rs. 31,280 @ 152% grow to Rs. 85,770 whereas, 
Rs. 42,500 @ 712% grow to Rs. 70,510 
—a clear loss of Rs. 15,260 


Thus the higher interest in company deposits not only 
clears the loss of Rs. 11,220 but gives you Rs. 15,260 
surplus. 


On balance, | see no escape from the conclusion | had 
earlier arrived at. Your wife should keep away from the 
bonds. In my opinion, the arbitrary action of replacing the 
excellent avenues earlier available to the investor with the 
bonds was the most unkind blow. Such a colourable exer- 
cise of vested powers leaves the investor confused and 
economy directionless. Can | look forward to a better deal 
from our new guardians of our economic health? 


Investment in bonds is exempt from Wealth-tax u/s 5(1A) of 
WTA upto Rs. 1.65 lakhs alongwith investments in other 
stipulated assets. It is unlikely that a person who earns such 
a large amount of capital gains does not already enjoy this 
exemption by virtue of her other investments. In case of your 
- wife even when you take this Wealth-tax exemption into ac- 
count in favour of the bonds, you will find that the other side 


is still heavier. 


Before concluding, | must hasten to add that | am surely not 
advising you to pour the entire after-tax funds into FDs with 
companies. You can definitely improve the returns further 
by investment in other tax saving avenues such as CTD, 


PPF, Units, NSC-VII etc. 


My dear Shanbhag, 
Yesterday, | was approached by an agent of ‘The Peerless 
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General Finance & Investment Co., Ltd.’ We had indeed a 
very interesting discussion. | had heard and read about 
Peerless but had never realised that it has emerged as a 
cognisable avenue of investment for a common man. The 
following statistics for the year 1980 will certainly prove my 
claim. These are picked up by me from an article in one of 
the magazines which was shown to me by the agent. 


Total assets are worth Rs. 175 crores. Its business is Rs. 780 
crores and profit is over Rs. 2 crores. There are 15,73,000 
subscribers. It has 29 branch offices and 17 organisation of- 
fices having 2,800 employees all over the country. Moreover, 
it has 2.5 lakhs of active and wholetime field workers. 


As regards its financial viability and stability, | reproduce 
hereunder an extract from this article. 


PROTECTION FOR CERTIFICATE HOLDERS 


“The interest of the Peerless certificate-holders is the 
supreme concern of the company. All funds collected by the 
company have mostly been invested in GP notes, fixed 
deposits with nationalised banks. To protect the interest of 
the certificate-holders the company has brought the entire 
Rs. 95.18 crores, the amount of the certificate-holders’ 
liabilities as on December 31, 1980, under the cover of the 
fixed deposit receipts of the nationalised banks and govern- 
ment securities of equal amount deposited with the United 


Bank of India. 


“The above fixed deposit receipts and government 
securities cannot be withdrawn by the company without the 
permission of the Reserve Bank of India. Such withdrawals, 
even if permitted, must be for the purpose of payment to the 
certificate-holders. Thus the liabilities of the certificate- 
holders are fully secured. There cannot be any better way to 
protect the vital interests of the company’s investors.” 


Now, let me come to the main point. As in case of LIC, 
Peerless offers many plans such as ‘Welfare Endowment 
Certificate (with Guaranteed Bonus)’, ‘Welfare Pension Cer- 
tificates’, ‘Anticipated Endowment Certificates’, etc. ‘Salary 
Savings Scheme’ is also available. They also offer you ‘sur- 
render’ and ‘paid-up’ facilities. 

Unfortunately, Peerless is not allowed to insure your life but 
they do provide you with ‘free accident insurance benefit’. 
The contributions to Peerless schemes are not covered by 
any tax-concessions but contributions to LIC are. In spite of 
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this handicap, the agent has convinced me that ‘Peerless’ is 
a much superior proposition. 


| am personally contemplating to buy 20-year Endowment 
Certificate available under Peerless Table-2. The agent has 
shown to me the following comparative analysis between 
‘Peerless’ and ‘Others’. 








PEERLESS OTHERS 
Table : 2 Table : 14 
Term : 20 Years Term : 20 years 
Age : No Age Limit Age: 30 years 


Age proof & Medical exams: Not Age proof & Medical exam: required 
required 








Sum Yearly Total Sum Yearly Total 
Assured Subscrip- Payable Assured  Subscrip- Payable 
tion tion 
31,000 1,040 1040 x 20 20,000 1030 1030 x 20 

= 20,800 = 20,600 
eee eee 
Time of Maturity Time of Maturity 
Sum Assured 31,000 Sum Assured 20,000 
Bonus @ Rs.30/year/1000 18,600 Bonus @ Rs.28/year/1000 11,200 

TOTAL 49,600 TOTAL 31,200 
Less: paid as premium 20,800 Less: paid as premium 20,600 
Profit (138%) 28,800 Profit (51%) 10,600 
Benefit of 
Income-tax rebate (30%) 6,180 
Sur-charge on Income-tax 618 
Profit (84%) 17,398 


TS 


| request you to enlighten your readers by drawing their at- 
tention to this excellent avenue of investment. | conclude by 
quoting an extract from the article — ‘Service of Peerless is 
qualitatively and quantitatively far better than any organisa- 


tion of its type. 
—SPM 


Dear Mr. SPM, 


For some time, | was also carried away by your enthusiasm, 
until | worked out the following hard facts. 


tt When you can subscribe Rs. 1,030 to ‘Others’ you are ina 
position to contribute only Rs. 690 to ‘Peerless’. The rest 
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(33% of Rs. 1,030) of the funds are taken away by the tax- 
es. This amount allows you to buy certificates worth ap- 
proximately Rs. 20,600 from ‘Peerless’. (690/1040 x 
31000). This is the correct way to account for the benefit 
of tax rebate. 


2. Bonus earned on these certificates works out to 
Rs. 12,360 (30x 20x 20.6). Thus the maturity value is 
Rs. 32,960 (26,600 + 12,360). Total premiums paid during 
the tenure of 20 years being Rs. 13,800 (690 x 20), the in- 
come is Rs. 19,160 (32,960 — 13,800). This is fully taxable. 
LIC’s income is not. This fact is totally ignored in 
analysis given by the agent. The tax liability being Rs. 
6,320 (33% of 19,160), the effective maturity value of 
Peerless works out to Rs. 26,640. Compare this with LIC’s 
maturity value of Rs. 31,200. The ‘Profit’ now turns out to 
be a'loss’!! 

3. It appears that whereas Peerless premium rate has 
assumed full credit for annual mode of payment and large 
sum assured, similar credit has not been given to LIC’s 
premium rate. In that case, LIC's maturity value is more 
by about Rs. 1,000 than indicated. 


4. | still do not like to compare Peerless with LIC. The 
realistic comparison would be with Co-FDs where the 
contributions made as well as the income received also 
do not enjoy any tax benefits. Let us do that now. 


This particular scheme of Peerless is an annuity of 
Rs. 1,040 for 20 years having a maturity value of Rs. 
49,600. In other words, the annuity of Re. 1 for 20 years is 
Rs. 47.6923. Referring Table-Il, we find that the 
equivalent rate lies between 72% and 8% p.a. Compare 
this with 15%2% p.a. (15% payable half-yearly). The 
maturity value of the same annuity @ 152% p.a. is over 
Rs. 1,30,000 i.e., about Rs. 80,000 higher than what 
Peerless pays. This is the cost of insurance cover against 
accidents only. 

Have you not ever wondered how any company can invest 
such a large amount in banks and Government securities, 
support such a large staff and field workers, cover its 
management cost and still make such huge profits? 


5. And finally, the agent who met you deserves to be givena 
doctorate in salesmanship. If you find out how much 
commission he receives from ‘Peerless’ you will realise 


the real reason behind his zeal. 
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In conclusion, | personally derate any attempt to use similar 
terminology as is used for LIC schemes to produce a false 
effect on the prospect. | also look down upon such 
misleading comparisons. | feel that it is tantamount to fraud 
to do so. Do yOu agree with me? 


Dear Mr. Shanbhag, 


Re : Superannuation Fund* 


The explicit purpose of SAF Scheme is to save taxes on 
bonus. When | heard that LIC offers ‘pension’ equal to in- 
terest On bank deposit but swallows the principal sum, | 
began to wonder about the efficacy of SAF. For example, | 
Shall take the case of an employee whose vesting age last 
birthday is 60 years. The following are the deferred annuity 
p.a. rates payable in arrear, secured by a notional cash op- 
tion of Rs. 1,000. 


Type of life annuity yearly quarterly 
Rs. Rs. 
Life only 118.38 113.25 
Life - guaranteed for 5 years 115.90 111.27 
Life - guaranteed for 10 years 110.69 106.63 
Life - guaranteed for 15 years 104.39 100.86 


If | happen to choose the life annuity which is guaranteed for 
15 years, | will get, per Rs. 1,000 handed over to LIC by my 
company, an annuity of Rs. 25.22 (Rs. 100.86 per year) at the 
end of every quarter for a period of 15 years or until my 
death, whichever is later. The same amount given to.a bank 
will procure quarterly interest of Rs. 25.00 until my death, 
and thereafter until my son's death and still thereafter until 
my grandson's death so on and so forth. The principal 
amount will remain intact until it is withdrawn. 


At the present juncture, | feel helpless. | have no choice but 
to submit myself to this atrocity. 


All that | desire to know from you is — what is my actual 
loss! 

| realise that it is an impossible question to answer since 
there are too many parameters involved. At the risk of over- 
simplification, let me define these for you. | am assuming: 
absolutely no change in either my salary or any of the in- 
terest or tax rates during the tenure of service. | realise that 
BOE ee eee ee ee eee 

*| thank Mr. Kaup Mohandas Kamath, one of my very valuable readers and 
now my good friend for initiating this very interesting case-study. 
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this is impossible, but all the same, the result would certain- 
ly be indicative: 


1. My annual contribution to SAF: Rs.1,000 

2. Duration of membership to SAF: 25 years 

3. My tax slab during these 25 years: 33% 

4. Interest cn balances in SAF: 812% p.a. tax-free 
5. interest on after-tax bonus: 15% p.a. taxable 
6. My tax slab after retirement: 33% 

7. Interest on savings: 5% p.a. taxable 
| 


am eagerly awaiting your answer. 
. S.V.S. 


Dear Mr. S.V.S., 
The situation is really not as bad as you think. 
At first, let us concentrate on SAF. It is an annuity of 
Rs. 1,000 payable annually for 25 years at 8.5% p.a. Its 
maturity value is given by 
1,000 x A (25, 8.5) = Rs. 85,350 
Commutable portion = Rs. 21,350 
The remaining amount of Rs. 64,000 will buy an annuity (for 
life only) of Rs. 7,575 payable yearly, in arrears. 
Now assuming that death occurs 13 years after retirement, 
(remember 13 is an unlucky number), we find that the ‘Pre- 
sent Value’, (i.e. the value at your retirement) of the annuity 
of Rs. 7,575 for 13 years @ 15% p.a. is given by 


7,575 x 5.5831 = Rs. 42,300 (see Table-IV) 


When commuted portion of Rs. 21,350 is added to this pre- 
sent value of LIC’s annuity we find that your SAF was, in 


fact, worth Rs. 63,650. 

Now, let us turn to your bonus. This is an annuity of Rs. 560 
(Rs. 1000 less tax) payable annually for 25 years at 10.05% 
(15% less tax). Its maturity value is given by 


560 x A (25, 10.05) = Rs. 61,060 
Your SAF was worth = Rs. 63,650 


The conclusion is — 13 is not an unlucky number. 


Incidentally, your tax-slab after retirement has not been 
brought into consideration in the above analysis, specifical- 
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ly because the LIC annuity as well as interest on investment 
of bonus corpus is fully taxable. 


Now, let us turn to your oversimplified assumptions. | donot 
like them at all. It appears that you have no faith in my in- 
vestment abilities. Given a free hand, | can earn much more 
than 10.05% after-tax interest for you. Similarly your 
assumption regarding unchanged salary and tax slabs are 
far from factual. 


All this need not bother you. | have some excellent news* 
for you. Now-a-days, | have been given to understand that 
the trustees of your SAF can get the necessary approval 
from the Income-tax department to LIC’s ‘annuities certain’ 
in place of life-annuities. These annuities are not linked 
either with vesting age or with life. The annuity is paid for 
certain number of years even if death occurs within the 
period. After this period is over, the annuity is discontinued 
even if one continues to live long thereafter. As can be seen 
from the following table, these rates are indeed much more 
beneficial than the rates linked with life. 


ANNUITY CERTAIN RATES 








Payable Annuity per annum secured by a notional cash option 
for of Rs. 1,000 
Payable in arrear Payable in advance 





Yearly Half- Quar- Monthly Yearly Half- Quar- Monthly 


Yearly — terly Yearly  terly 
a rr™”:rcmLeeeeeEenE eo 
247.17 242.27 239.87 238.28 228.33 232.85 235.16 236.72 


5 years 
10 years 147.76 144.83 143.40 142.45 136.50 139.20 140.58 141.51 
15 years 116.29 113.99 112.86 112.11 107.43 109.56 110.64 111.38 


It is needless to observe that you will be immensely 
benefited by choosing the 5 year annuity payable in ad- 


vance. 
on OOO CC CCC, CTCL. 
*| thank Mr. A.N. Swamy, one of my very good friends for drawing my atten- 


tion to this excellent possibility. 
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EPILOGUE 


We have now come to the end of the discussion. Throughout 
this discussion, | have taken the liberty of pointing out that 
the financial institutions in the public sector could have and 
should have been providing much better services to the 
common man. | have repeatedly decried them for presenting 
such a poor performance and have stressed that they are 
falling far short of what is expected from them. However, | 
would like to qualify this criticism. 


Do you know who a kibitzer is? He is the best player at 
bridge table in the cards room of a sports club. He never sits 
at the table but stands behind the players, constantly snip- 
ing at them for their mistakes at the table. He has a very 
keen eye as well as a sharp tongue and uses both these 
faculties rather well. He is therefore not a popular figure 
with bridge players. 


Let the kibitzer sit at the bridge table and then, it is quite a 
different story. Now, another kibitzer gets a chance of poin- 
ting out the blunders that the first kibitzer makes. 


A private entrepreneur is responsible to none but himself for 
any of his actions and hence can take calculated risks and 
greatly, benefit from them. Transfer the same man to any 
public institution, may it be a bank, UTI or LIC and he may 
crack down under the pressure of accountability for all his 
decisions. The public responsibility is a big handicap in- 
deed. 


There is yet another handicap for the public sector. The ob- 
jective of the private investor is purely economic whereas 
that of a public investor is socio-economic. An investor in 
the public sector is bound by his responsibility towards the 
welfare state. The private investor can merrily support 
breweries or tobacco companies without being in the least 
bothered about public health. The public investor has to 
support our country’s infrastructures such as electricity, 
water supply, sewage, housing, land development, public 
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health, etc. etc. Surely, investment in these areas can never 
match other areas in profitability. 


Again an individual can dump all his funds into only those 
areas which financially attract him. The public sector is con- 
strained to support the entire spectrum of industry 
equitably, and in line with existing Government's policy. 
Guidelines are therefore laid down to channelise predeter- 
mined portions of the available public capital into certain in- 
dustries, irrespective of profitability. 


It is the duty of the private investor also to support this 
broader national perspective. It is the only way to ensure 
present stability and future prosperity. Surely, the Govern- 
ment must provide enough motivation to him to do so. 


Let us come back to the kibitzer referred to earlier. A good, 
sincere bridge player listens to the comments of the kib/tzer 
carefully and improves his game. The public sector investor 
is in a position to achieve strident progress by doing a little 
introspection. 


This can become a reality when and only when the public 
financial institutions decide to attract Investors on the basis 
of quality and health competition. At present they may be 
finding that they do extremely well by merely resorting to 
publicity campaigns and cut throat competition. The cost of 
the rather heavy publicity is ultimately passed on to the in- 
vestor (who else)? It is the basic responsibility of the in- 
dividual investor to convey to the institutions, through his 
financial decisions, that he can no more be lured by such 
gimmicks. Then, and only then, can this large national waste 


be avoided. 


This can be achieved only when a majority of the investors 
learn to inspect financial plans independently. When this 
stage is reached, we shall truly have—the Wonderland of In- 


vestment. 
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APPENDICES 


MATHEMATICS OF FINANCE 
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The age of chivalry is gone, 

that of sophisters, economists 

and calculators has succeeded. 
— Edmund Burke 
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APPENDIX ‘A’ 
COMPOUND INTEREST 


Let the interest rate = ‘i%*’. 
By definition, this means 


Re. 7, invested for a period of 1 year, grows to Rs. (7+/). 
Now, if Re. 7 grows to Rs. (7 + /). 
Rs. (1+ /) grow to Rs. (7 + /? at the end of 1 year 
Re. 1 grows to Rs. (7 + /? at the end of 2 years 


Again if Rs. (7+ /) grow to Rs. (7 + /)?, at the end of 2 years 
Rs. (7 + /)? grow to Rs. (7 + /) at the end of 1 more year 
Re. 7 grows to Rs. (7 + /)° at end of 3 years. 


Repeated iterations of the above logic will give us ‘M’, the 
maturity value of Re. 7 at the end of the term of ‘n’ years as 
M = (74+/)°". 


This is the required formula 


Table | given at the end of the book, understandably cannot 
cover a very wide range. | have therefore chosen a range 
which will directly apply to most of the situations. The 
tables are therefore prepared for a term, ranging from 1 to 20 
years with interest rate ranging from 1% to 18% in steps of 
V2%. 


Whenever we need maturity values for a term of higher than 
20 years, we can apply the following simple technique. 


Break up the total period of ‘n’ years into 2 (Or more) parts, 
‘n,’ and ‘n,’, (n = n, + n,), each within 20 years, and apply 
the formula: : 
M = (14+ /)°=(174+ 9" x (1+ 1" 
where n = n,+N, 
During the process of evaluation of various formulae, | have represented, 
for ease of understanding, the rate of interest as ‘i%' or‘r%’' etc., though 
it denotes the rate on Re. 1 and not on Rs. 100. 
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APPENDIX ‘B’ 
ANNUITY 


We are interested in finding out the maturity value, ‘A(n,i)’ of 
a string of contributions of Re. 7, made every year, foraterm 
of ‘n’ years, the interest rate being ‘i%’ p.a. 


It is clear that the 1st rupee is invested for ‘n’ years, 2nd 
rupee for ‘n—1’ years, 3rd rupee for ‘n—2’ years, so on and 
so forth. The last rupee is invested for 1 year only. 


Maturity value of the 1st rupee = (7+/)" 
Maturity value of the 2nd rupee= (7+ /)"~' 


Maturity value of the 3rd rupee = (1+ /)"~? 
So on and so forth 


Maturity value of last rupee = (1+/) 


Adding all the maturity value, we have 

A(n,i) = (14+ (1+ I-14 (14-2 +... + (142) 
Adding 1 to both sides, we have 

A(n,ij)+1 = (14 re (1+ ir + (14 M2 +. + (14 +1 


The right hand side of the above equation is the sum of a 
‘geometric series’, which is known to have the value given by 


An) + 1= ik 
i 
a ain ea 


/ 


This is the required formula 


the end of the book is prepared for a term 
ranging from 1 to 20 years. Whenever we need maturity 
values for a term of more than 20 years, we can apply the 
following simple technique. 

Break up the Annuity for ‘n’ years into 2 (or more) annuities 
for ‘n,' and ‘n,' (n=n, +n.) years. The 1st annuity ends after 
‘n,’ years, when the dnd annuity begins for a further period 


of ‘n,’ years. 


Table II given at 
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The 1st annuity has a maturity value of ‘A(n,,i)'at the end of 
‘n,’ years. But we are interested in knowing its maturity 
value after 'n,’ more years. This is obtained by assuming that 
this maturity value ‘A(n,,i)' is invested in a Fixed Deposit for 
‘n,' years. Then, the maturity value of the 1st annuity, at the 
end of the totai term i.e. at the end of 'n, +n,’ years is given 
by A(n,,/) x (1 + i)", 


The 2nd annuity, which starts after ‘n,’ years has a term of 
‘n,’ years and hence, its maturity value is given by ‘A(n,,/)’. 


The maturity value of the original annuity for a term of ‘n’ 
years is given by the sum of the maturity values of the above 
2 annuities. 


Therefore, A(n,/) = A(n,,/) x (1 + i)" + A(n,,/) 
where n = n,+n, 


By extension of the same logic, we have 
A(n,i) = A(n,,i) x (1 + i)'2* 3 + A(n,,/) x (1+ i)"3 + A(n,,/) 
where n = n,+n,+N, 
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APPENDIX ‘C’ 
PRESENT VALUE 


erested in finding out the present value ‘P’, of a 


of Re. 1, made every year, for a term 
the first con- 


We are int 
string of contributions 
of ‘n’ years, the interest rate being ‘i%’ p.a., 


tribution for the first year being received today. 


Present value of the 1st rupee = 1 
= 1/(1 + i) 


Present value of the 2nd rupee 
Present value of the 3rd rupee 1/(1 + i) 
So on and so forth 


Present value of the last rupee = 1/(1+ 1)°"' 
Adding all the present values, we have 


1 1 1 
Pa=1+ +—— + —, T° -—— 
(1 + i) (1 + i)? (1+ i)r-1 


etric series and hence 


1- — “|1- al 
(1 + i) (1 + i) 


_ iti {1- od. 
7 (1+ in 


This is the required formula 


This is the sum of ageom 
P = 
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APPENDIX ‘D’ 
COMPOUND INTEREST AT HIGHER FREQUENCY 


Suppose Re. 1 is invested @ ‘i%’ p.a. 


If the interet is payable yearly, we receive an interest of ‘i’ at 
end of the year. If, however, the interest is payable ‘k’ times 
during a year, we receive, ‘i/k’ at the end of each period of 
‘1/k’ years. In other words, we receive interest @ ‘i/k%' per 
period... 


The concept of compound interest presupposes that fhe in- 
terest is reinvested in the same investment plan and begins 
earning interest from the very moment it accrues. 


Therefore, by virtue of the higher frequency of receipt of in- 
terest, the equivalent rate of interest, ‘l%’, will be slightly 
higher than the stipulated rate of interest, ‘1%’. 


Now, maturity value of Re. 1, 
@ i/k% per annum for k years = (1 + i/k)k 
i.e. @ i/k% per period for k periods = (1 + i/k)* 


Since ‘k’ periods constitute 1 year, we finally have, 
Maturity value of Re. 1 = (1+ i/k)* at the end of 1 year. 
But, at the equivalent rate of ‘1%’, payable annually, 
Maturity value of Re. 1 = (1+1) at end of 1 year. 
Therefore, 1+! = (14+ i/k) 


This is the required formula 
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APPENDIX ‘E’ 
ADVANCE CONTRIBUTION" 


Let the number of months for which 
advance contributions are made 
total contribution during the period 
rebate allowed 
interest rate per month 
interest rate perannum(= 12 x i) 


First, let us assure that monthly contributions, each of ‘Rs. 
c/n’ are made for ‘n’ months. 


—-— TN OTD 


1st contribution of Rs. c/n is invested for n months 


i.e. Re. 1 is invested for (c/n) (n) months. 
2nd contribution of Rs. c/n is invested for n— 1 months 


i.e. Re. 1 is invested for (c/n) (n— 1) months. 
3rd contribution of Rs. c/n is invested for n—2 months 


i.e. Re. 1 is invested for (c/n) (n— 2) months. 

So on and so forth. 
Hence, equivalent number of months for which Re. 1 is in- 
vested, is given by 


ins (n= 1+ (n=2)+ +1] 


2 o[moen,. aney 


n 2 2 
, ht c(n + 1)i 
The interest thereon is given by er 


Next, let us assume that a single contribution of ‘Rs. c’ is 
made as advance for ‘n’ months. This is equivalent to Re. 1 
being invested for ‘c,n.’ months, and the interest thereon is 


given by c.n.i. 

Difference in interest between the above 2 modes of pay- 
ment is the rebate allowed. This rebate is paid in advance, 
the value of which, after the period of n months is r(1 + ni) 


Hence 
| wish to thank Maj. Gen. R. Janardhanam for pointing out a computa- 


tional error in this Appendix in the first edition. | hope to have more such 
valuable readers. 
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(1 +ni) = c.ni. — ane = r=) 
lenis a eo 
c(n—1)—2rn 


This is the required formula 


In the case of the CTD, for Rs. 5 denomination, 
for 6 advance deposits, 


n=6 c=30 r=0.50 i = 0.006944 | = 8.33% 
for 12 advance deposits, 
n=12 c=60 r=2 i= 0.006536 | = 7.84% 


In the case of LIC, for endowment assurance of Rs. 25,000 
for 6-monthly mode of payment, 


n=6 c=20 r=0.25 i= 0.005154 I= 6.18% 
for annual mode of payment, 
n=12 c=40 r=0.75 i = 0.003554 | = 4.26% 
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APPENDIX ‘F’ 


INCOME-TAX: 
EFFECTIVE RATE OF INTEREST AFTER TAX 


Let the interest rate = i% (gross i.e. with tax) 
tax rate = 1% 
effective interest rate = 1% 
Then, investment of Re. 1 will earn an interest 
on which, income-tax 
leaving a balance of 
Therefore, | = i(1-t) 
This is the required formula 


it. 
i(1 — t) 


INCOME-TAX 
BREAK-EVEN RATE OF INTEREST BEFORE TAX 


Let interest rate i% (net i.e. tax-free) 


tax rate t% 
break-even interest rate 1%. 
Then, to get a net income of Rs. (1 — t), gross income = Re. 1 


to get a net interest of Rs. i, gross interest=—— 


Therefore, | = as 
1-t 


This is the required formula 
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APPENDIX ‘G’ 


WEALTH-TAX 
Let 
computed tax on basis of Schedulel of WTA = W 
corresponding marginal rate of tax for the slab = ff 
Then, reduction in wealth =W & tax on reduction = Wr 
increase in wealth =Wr & tax onincrease = Wr 
reduction in wealth =Wr & tax on reduction = Wr 
increase in wealth =Wre & tax on increase = Wré 
So on and so forth 
Therefore 
final tax liability = W—-Wr+We-We+ Wr - .....ad inf 
= W(1-r+e-—P4+6r-.....ad inf.) 
WwW 
 d4+r 


To elucidate this process further, we shall compute the 
wealth-tax on a wealth of Rs. 20 lakhs. 


From Schedule | we find that, 
“where the net wealth exceeds Rs. 15 lakhs, the tax is 
Rs. 28,750 and 5% of the amount by which the net 
wealth exceeds Rs. 15 lakhs.” 


= 0.05 

= Rs. 28,750 + 0.05 x 5,00,000 
= Rs. 53,750 

= 53750/1.05 = Rs. 51,190.48 


In case of this example, r 


Therefore, final tax-liability 
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APPENDIX ‘H’ 
UNITS — 1964 


Note: We shall evolve a formula having a wider scope of applications. Some 
of the Government loans are offered at a slightly lower issue price. 
Some agents share a part of their commission with you, when you 
buy an FD through them. Some companies give you advance interest. 
The dividend yield of a particular equity share is low, but you expect a 
definite appreciation of over 25% in market price over next 5 years. In 
all such cases the formula evolved hereunder Is applicable. 


‘Units’ is a particular case of this general formula. 


Let the face value of the asset = Re. 1. 
sale price = Rs. 1+ p (your purchase price) 


repurchase price = Rs. 1+ (your sale price) 
interest rate on face value =i% P.a. 
term of deposit =n years 
equivalent interest rate = 1% p.a. 


Some plans pay interest every year during the term whereas 
some others pay consolidated interest at the end of the 
term. The plan we are studying does both. It pays interest ‘i’ 
every year. In addition, it pays ‘s —p’ at the end of ‘n’ years. 


Now imagine an annuity of ‘n’ instalments (term of ‘n—-1’ 
years), where the annual contribution is ‘x’ and the maturity 
value @ ‘1%’ p.a. is ‘s - p’. In other words, receiving ‘s — p’ at 
end of the term, is equivalent to receiving ‘x’ every year, the 


interest rate being ‘1%’ p.a. 
Then, x [a(n -1,/)+ 1] = s—p.i.e.x = s—p/ [A(n - 1+ 1] 
Hence, the total interest amount received every year is ‘i + x’ 

on an investment of ‘1+’. 


Th f | Ego 
Se ap ~ A(n—1,) +1 


This is the required formula. 
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The equation can be solved by the process of ‘repeated 
iteration’. For the sake of understanding the process, we 
shall evaluate the equivalent interest rate in case of Units for 
a term of 10 years. 


For Units, 


i = 0.125 1+s = 1.14 1+p = 1.20 n= 10 
Substituting these values in the formula, we get 


| = 0.104167 — —0:05__ 


A(9,/) +1 
1st Iteration: |, = 0.104167 A(9,10.4167)+1 = 16.2593 
I, = 0.101091 
2nd Iteration: |, = 0.101091 A(9,10.1091)+1 = 16.0211 
|, = 0.101045 
3rd Iteration: |, = 0.101046 A(9,10.1046)+1 = 16.0176 
|, = 0.101045 


The values of ‘I,’ and ‘I,’ being the same, the break-even rate 
of interest is 10.1045 this value being accurate upto 4 
decimals. 


We shall now apply the formula to the case of a Fixed 
Deposit with a Non-banking Company which gives 15% p.a. 
for a term of 3 years. The broker gives you %4% commission 
alongwith the contract. You are interested in finding the 
equivalent rate. 


For the above FD 


i= 0.15 1+s=1 1+p = 0.9925 n=3 
Substituting these values in the formula, we get 
0.007557 
|= 0.1511 + —— 
A(2,/) +1 


The process of repeated iterations gives a value of 15.33. 
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UNITS — REINVESTMENT PLAN 


Let, 

face value of Unit = Re. 1 

Sale price = Rs. 1+ p (your purchase 
price) 

repurchase price = Rs. 1+ (your sale price) 

interest on face value = i% p.a. 

term of the deposit = Nn years 

equivalent interest = 1% p.a. 


Then, 
number of Units purchased = 
interest rate in terms of Units = 


1/(1 + p) 
i(1 + p) 


Therefore, 
number of Units at the end of n years 


1 j \n 
= — (1+ — 
al 1+p 
i.e. maturity value at the end of 7 years 


; n 
eS + ae atl 
1+)p 1+ p 


But, at the equivalent rate of 1%, 
maturity value at the end of n years = (141) 


Taking nth root of both sides, we get 


is A|t*5h ph No 
1+) 1+)p 
For Units, 


| = 0.125 1+s = 1.14 


1+ p= 1.20 
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Substituting these values in the above equation, we get 


gan 0125 | 
b= "/ — (1+ —— ]}]-1 
1.20 1220 


ie. 1 = "./0.95 x 1.1042 — 1 
This is the required formula 
For example, whenn = 10, 10, /0.95 = 0.9949 


Then! = 0.0985 
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UNIT LINKED INSURANCE PLAN 


Let, 


face value of Unit = Re. 1 
sale price = Rs. 1+ p (your purchase 
price) 
repurchase price = Rs. 1+ (your sale price) 
interest on face value = 1% p.a. 
insurance premium = y% (paid for 7 years only) 
equivalent interest = 1% p.a. 
interest in terms of Units = r=i/(1+)p) 
= M 


maturity value 


Now, suppose you contribute Re. 1 each year, throughout 
the term of 10 years. Since you pay an insurance premium of 
‘Rs. y’, only during the 1st 7 years, your effective contribu- 
tion during the 1st 7 years is (1- y)/(1 + p) whereas during 


the last 3 years it is 1/(1 + Pp). 


Using the same logic we used in Appendix ‘B’, for com- 
puting maturity value of an annuity by splitting it up into 2 
annuities, we have, at the end of 10 years, 


Total Units = 1-2 xA(7.nx(1+9° + —— xA(3,N 
1+ )p 1+p 


And at the repurchase value of 1+ s per Unit, 
w= (LESLEY) yazanx(t4 n+ StS xan 
1+p 1+p 
On the other hand, the equivalent interest rate being |, 
M = A(10,/) 
Equating the two maturity values, we have 


(yy x A(7,9 x (1+ 99 +A3,9 = 7 x A(10,1) 
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For 10-yr ULIP, 


= 0.084821 


1+8=1.08 1+p = 1.12 | = 0.095 r = “= 


Substituting these values in the above formula and simplify- 
ing, we get 
A(70,/) = 15.5055 — 12.0935y 


This is the required formula. 


For 15-yr ULIP, 


Since the insurance premium is required only for the first 10 
years, 


We get, 
(1—y) x A(10,9 x (/+7°+A(5,) = ze x A(15,/) 


Substituting the above values and simplifying, we get 


A(15,/) = 29.4919 — 23.2957y 
This is the required formula. 
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PUBLIC PROVIDENT FUND 


Let, permissible deduction from income = f% 
applicable tax rate = 1% 
interest rate for PPF (or CTD) = 1% 
and the term of annuity = Nn years. 


We are interested in computing the break-even interest rate, 
‘1%’ p.a. above which it would be more profitable to invest in 
an ‘alternate plan’, even though there are no tax benefits, 
either on interest or on contributions to the plan. 


Using the same logic as of Appendix ‘G’ on Wealth-tax, we 
find a contribution of Re. 1 earns a rebate of ‘f’ from taxable 
income, and saves a tax of ‘f x t’ and hence, your effective in- 
vestment every year in the annuity is ‘1/(1 — ft)’. 


At the interest rate of ‘i%’, we have, 
Maturity value of PPF = [ans] 


Under the ‘alternate plan, Re. 1, gets an interest of ‘I’ on 
which a tax of ‘It’ is paid. Since no deduction or rebate is 
available, your investment in the annuity is Re. 1 every year 
@ ‘x%’ interest, where x = (7 — ft). Hence, 


Maturity value of alternate plan = [ Atn,x) + 1] 
At break-even, the 2 maturity values are equal. 


ea? [Acn, + 1] — [ A(n,x) + 1] 


where x = 1(1—t) 
This is the required formula. 
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245 
Now, for PPF, 
n = 15,1 = 0.085, and A(715,8.5) = 30.6320 
Substituting these values in the above formula, we get, 
31.6320 = AIS 4 where x = |(1—t) 


1—- ft 


This is the required formula. 


And for CTD, 

AU A(n,x) where x = |(1—t) 
1—ft 

We have n = 10 i = 0.0725 and A(10,7.25) = 14.9943 

14.9943 _ A(10,x) where x I(1 — t) 


1 — ft 


This is the required formula. 
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PART V 


TABLES 


MEASURE YOUR MONEY 
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The winds and wares are always 
on the side of the ablest navigator. 


— Gibbon 
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TABLE |: 


Y E A R S 
% 2 3. 4 5 6 7 8 9 10 «11 


1 1.0201 1.0303 1.0406 1.0510 1.0615 1.0721 1.0829 1.0937 1.1046 1.1157 
1¥2 1.0302 1.0457 1.0614 1.0773 1.0934 1.1098 1.1265 1.1434 1.1605 1.1779 
2 1.0404 1.0612 1.0824 1.1041 1.1262 1.1487 1.1717 1.1951 1.2190 1.2434 
2¥2 1.0506 1.0769 1.1038 1.1314 1.1597 1.1887 1.2184 1.2489 1.2801 1.3121 





3 1.0609 1.0927 1.1255 1.1593 1.1941 1.2299 1.2668 1.3048 1.3439 1.3842 
3¥2 1.0712 1.1087 1.1475 1.1877 1.2293 4.2723 1.3168 1.3629 1.4106 1.4600 
4 1.0816 1.1249 1.1699 1.2167 1.2653 1.3159 1.3686 1.4233 1.4802 1.5395 
4¥2 1.0920 1.1412 1.1925 1.2462 1.3023 1.3609 1.4221 1.4861 1.5530 1.6229 


1.2155 1.2763 1.3401 1.4071 1.4775 1.5513 1.6289 1.7103 


5 1.1025 1.1576 

5V¥2 1.1130 1.1742 1.2388 1.3070 1.3788 1.4547 1.5347 1.6191 1.7081 1.8021 
6 1.1236 1.1910 1.2625 1.3382 1.4185 1.5036 1.5938 1.6895 1.7908 1.8983 
6V2 1.1342 1.2079 1.2865 1.3701 1.4591 1.5540 1.6550 1.7626 1.8771 1.9992 
7 1.1449 1.2250 1.3108 1.4026 1.5007 1.6058 1.7182 1.8385 1.9672 2.1049 
72 1.1556 1.2423 1.3355 1.4356 1.5433 1.6590 1.7835 1.9172 2.0610 2.2156 
8 1.1664 1.2597 1.3605 1.4693 1.5869 1.7138 1.8509 1.9990 2.1589 2.3316 
BV2 1.1772 1.2773 1.3859 1.5037 1.6315 1.7701 1.9206 2.0839 2.2610 2.4532 
9 1.1881 1.2950 1.4116 1.5386 1.6771 1.8280 1.9926 2.1719 2.3674 2.5804 


1.5742 1.7238 1.8876 2.0669 2.2632 2.4782 2.7137 
1.9487 2.1436 2.3579 2.5937 2.8531 
2.4562 2.7141 2.9991 


92 1.1990 1.3129 1.4377 
10 1.2100 1.3310 1.4641 1.6105 1.7716 
10%2 1.2210 1.3492 1.4909 1.6474 1.8204 2.0116 2.2228 


1.8704 2.0762 2.3045 2.5580 2.8394 3.1518 


11% 1.2432 1.3862 1.5456 1.7234 1.9215 2.1425 2.3889 2.6636 2.9699 3.3115 
12 1.2544 1.4049 1.5735 1.7623 1.9738 2.2107 2.4760 2.7731 3.1058 3.4785 
12¥2 1.2656 1.4238 1.6018 1.8020 2.0273 2.2807 2.5658 2.8865 3.2473 3.6532 


1.2769 1.4429 1.6305 1.8424 2.0820 2.3526 2.6584 3.0040 3.3946 3.8359 
1.6595 1.8836 2.1378 2.4264 2.7540 3.1258 3.5478 4.0267 
2.1950 2.5023 2.8526 3.2519 3.7072 4.2262 
2.9542 3.3826 3.8731 4.4347 


11 1.2321 1.3676 1.5181 1.6851 


13 
13¥2 1.2882 1.4621 
14 4.2996 1.4815 1.6890 1.9254 
14¥2 1.3110 1.5011 1.7188 1.9680 2.2534 2.5801 


15 1.3225 1.5209 1.7490 2.0114 2.3131 2.6600 3.0590 3.5179 4.0456 4.6524 
15% 1.3340 1.5408 1.7796 2.0555 2.3741 2.7420 3.1671 3.6580 4.2249 4.8798 
16 1.3456 1.5609 1.8106 2.1003 2.4364 2.8262 3.2784 3.8030 4.4114 5.1173 
162 1.3572 1.5812 1.8421 21460 2.5001 2.9126 3.3932 3.9531 4.6053 5.3652 


17 1.3689 1.6016 1.8739 2.1924 2.5652 3.0012 3.5115 4.1084 4.8068 5.6240 
1.9061 2.2397 2.6316 3.0922 3.6333 4.2691 5.0162 5.8941 


17%2 1.3806 1.6222 
18 1.3924 1.6430 1.9388 9.2878 2.6996 3.1855 3.7589 4.4355 5.2338 6.1759 


Amount of Re. 1 invested for 5 
equal to Rs. 1 6105 at end of the term. 


Hence, the amount of Rs. 4,000/- invested for 5 years @ 10% p.a. will be 
Rs. 6,442 at end of the term. 


years @ 10% Pp.a. compound interest will be 
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COMPOUND AMOUNT OF Re. 1 





7 E A R S 
12 13 14 15 16 17 18 19 20 21 


1.1268 1.1381 1.1495 1.1610 1.1726 1.1843 1.1961 1.2081 1.2202 1.2324 
1.1956 1.2136 1.2318 1.2502 1.2690 1.2880 1.3073 1.3270 1.3469 1.3671 
1.2682 1.2936 1.3195 1.3459 1.3728 1.4002 1.4282 1.4568 1.4859 1.5157 
1.3449 1.3785 1.4130 1.4483 1.4845 1.5216 1.5597 1.5987 1.6386 1.6796 


1.4258 1.4685 1.5126 1.5580 1.6047 1.6528 1.7024 1.7535 1.8061 1.8603 
1.5111 1.5640 1.6187 1.6753 1.7340 1.7947 1.8675 1.9225 1.9898 2.0594 
1.6010 1.6651 1.7317 1.8009 1.8730 1.9479 2.0258 2.1068 2.1911 2.2788 
1.6959 1.7722 1.8519 1.9353 2.0224 2.1134 2.2085 2.3079 2.4117 2.5202 


1.7959 1.8856 1.9799 2.0789 2.1829 2.2920 2.4066 2.5270 2.6533 2.7860 
1.9012 2.0058 2.1161 2.2325 2.3553 2.4848 2.6215 2.7656 2.9178 3.0782 
2.0122 2.1329 2.2609 2.3966 2.5404 2.6928 2.8543 3.0256 3.2071 3.3996 
2.1291 2.2675 2.4149 2.5718 2.7390 2.9170 3.1067 3.3086 3.5236 3.7527 


2.2522 2.4098 2.5785 2.7590 2.9522 3.1588 3.3799 3.6165 3.8697 4.1406 
2.3818 2.5604 2.7524 2.9589 3.1808 3.4194 3.6758 3.9515 4;2479 4.5664 
2.5182 2.7196 2.9372 3.1722 3.4259 3.7000 3.9960 4.3157 4.6610 5.0338 
2.6617 2.8879 3.1334 3.3997 3.6887 4.0023 4.3425 4.7116 5.1120 5.5466 


2.8127 3.0658 3.3417 3.6425 3.9703 4.3276 4.7171 5.1417 5.6044 6.1088 
2.9715 3.2537 3.5629 3.9013 4.2719 4.6778 5.1222 5.6088 6.1416 6.7251 
3.1384 3.4523 3.7975 4.1772 4.5950 5.0545 5.5599 6.1159 6.7275 7.4002 
3.3140 3.6619 4.0464 4.4713 4.9408 5.4596 6.0328 6.6663 7.3662 8.3197 


3.4985 3.8833 4.3104 4.7846 5.3109 5.8951 6.5436 7.2633 8.0623 8.9492 
3.6923 4.1169 4.5904 5.1183 5.7069 6.3632 7.0949 7.9108 8.8206 9.8350 
3.8960 4.3635 4.8871 5.4736 6.1304 6.8660 7.6900 8.6128 9.6463 10.8038 
4.1099 4.6236 5.2016 5.8518 6.5833 7.4062 8.3319 9.3734 10.5451 11.8632 


4.3345 4.8980 5.5348 6.2543 7.0673 7.9861 9.0243 10.1974 11.5231 13.0211 
4.5704 5.1874 5.8877 6.6825 7.5846 8.6085 9.7707 11.0897 12.5869 14.2861 
4.8179 5.4924 6.2613 7.1379 8.1372 9.2765 10.5752 12.0557 13.7435 15.6676 
5.0777 5.8140 6.6570 7.6222 8.7275 9.9929 11.4419 13.1010 15.0006 17.1757 


5.3503 6.1528 7.0757 8.1371 9.3576 10.7613 12.3755 14.2318 16.3665 18.8215 
5.6362 6.5098 7.5188 8.6842 10.0302 11.5849 13.3806 15.4546 17.8501 20.6168 
5.9360 6.8858 7.9875 9.2655 10.7480 12.4677 14.4625 16.7765 19.4608 22.5745 
6.2504 7.2818 8.4833 9.8830 11.5137 13.4135 15.6267 18.2051 21.2089 24.7084 


6.5801 7.6987 9.0075 10.5387 12.3303 14.4265 16.8790 19.7484 23.1056 27.0336 
6.9256 8.1375 9.5616 11.2349 13.2010 15.5111 18.2256 21.4151 25.1627 29.5662 
7.2876 85994 10.1472 11.9737 14.1290 16.6722 19.6733 23.2144 27.3930 32.3238 


Alternatively, if someone promises to give Rs. 13,300 at end of 7 years on 
your deposit of Rs. 5,000, he is offering 15% p.a. compound interest. 
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TABLE Il: 





% 


1% 


22 


3% 


42 


52 


6 V2 


72 


82 


9% 
10 
10% 


11 
11 V2 
12 
12% 


13 
13% 
14 
14% 


15 
15% 
16 
16 V2 


17 
17V2 
18 


1 


2 


1 
3 


E 
4 





1.0100 
1.0150 
1.0200 
1.0250 


1.0300 
1.0350 
1.0400 
1.0450 


1.0500 
1.0550 
1.0600 
1.0650 


1.0700 
1.0750 
1.0800 
1.0850 


1.0900 
1.0950 
1.1000 
1.1050 


1.1100 
1.1150 
1.1200 
1.1250 


1.1300 
1.1350 
1.1400 
1.1450 


1.1500 
1.1550 
1.1600 
1.1650 


1.1700 
1.1750 
1.1800 


Annuity account with an yield of 1 


31-12-1981 with a contribution of Re. 1 
ar. The last contribution i.e. 15th contribution is 


2.0301 
2.0452 
2.0604 
2.0756 


2.0909 
2.1062 
2.1216 
2.1370 


2.1525 
2.1680 
2.1836 
2.1992 


2.2149 
2.2306 
2.2464 
2.2622 


2.2781 
2.2940 
2.3100 
2.3260 


2.3421 
2.3582 
2.3744 
2.3906 


2.4069 
2.4232 
2.4396 
2.4560 


2.4725 
2.4890 
2.5056 
2.5222 


2.5389 
2.5556 
2.5724 


3.0604 
3.0909 
3.1216 
3.1525 


3.1836 
3.2149 
3.2465 
3.2782 


3.3101 
3.3423 
3.3746 
3.4072 


3.4399 
3.4729 
3.5061 
3.5395 


3.5731 
3.6070 
3.6410 
3.6753 


3.7097 
3.7444 
3.7793 
3.8145 


3.8498 
3.8854 
3.9211 
3.9571 


3.9934 
4.0298 
4.0665 
4.1034 


4.1405 
4.1779 
4.2154 


31st December every ye 
made on 31-12-1995. 

If the account matures on 1st January 1996, the 15th contribution would be 
invested only for 1 day, and hence, the ‘Maturity Value’ of this Annuity is ob- 
tained by adding 1 to the value of column for 14 years against 10%. 


4.1010 
4.1523 
4.2040 
4.2563 


4.3091 
4.3625 
4.4163 
4.4707 


4.5256 
4.5811 
4.6371 
4.6936 


4.7507 
4.8084 
4.8666 
4.9254 


4.9847 
5.0446 
5.1051 
5.1662 


5.2278 
5.2900 
5.3528 
5.4163 


5.4803 
5.5449 
5.6101 
5.6759 


5.7424 
5.8094 
5.8771 
5.9455 


6.0144 
6.0840 
6.1542 


A R S 
5 6 7 8 9 10 


5.1520 6.2135 7.2857 8.3685 9.4622 10.5668 
5.2296 6.3230 7.4328 8.5593 9.7027 10.8633 
5.3081 6.4343 7.5830 8.7546 9.9497 11.1687 
5.3877 6.5474 7.7361 8.9545 10.2034 11.4835 


5.4684 6.6625 7.8923 9.1591 10.4639 11.8078 
5.5502 6.7794 8.0517 9.3685 10.7314 12.1420 
5.6330 6.8983 8.2142 9.5828 11.0061 12.4864 
5.7169 7.0192 8.3800 9.8021 11.2882 12.8412 


5.8019 7.1420 8.5491 10.0266 11.5779 13.2068 
5.8881 7.2669 8.7216 10.2563 11.8754 13.5835 
5.9753 7.3938 8.8975 10.4913 12.1808 13.9716 
6.0637 7.5229 9.0769 10.7319 12.4944 14.3716 


6.1533 7.6540 9.2598 10.9780 12.8164 14.7836 
6.2440 7.7873 9.4464 11.2298 13.471 15.2081 
6.3359 7.9228 9.6366 11.4876 13.4866 15.6455 
6.4290 8.0605 9.8306 11.7512 13.8351 16.0961 


6.5233 8.2004 10.0285 12.0210 14.1929 16.5603 
6.6189 8.3426 10.2302 12.2971 14.5603 17.0385 
6.7156 8.4872 10.4359 12.5795 14.9374 17.5312 
6.8136 8.6340 10.6456 12.8684 15.3246 18.0387 


6.9129 8.7833 10.8594 13.1640 15.7220 18.5614 
7.0134 8.9349 11.0774 13.4663 16.1300 19.0999 
7.1152 9.0890 11.2997 13.7757 16.5487 19.6546 
7.2183 9.2456 11.5263 14.0921 16.9786 20.2259 


7.3227 9.4047 11.7573 14.4157 17.4197 20.8143 
7.4284 9.5663 11.9927 14.7468 17.8726 21.4204 
7.5355 9.7305 12.2328 15.0853 18.3373 22.0445 
7.6439 9.8973 12.4774 15.4317 18.8142 22.6873 


7.7537 10.0668 12.7268 15.7858 19.0337 23.3493 
7.8649 10.2390 12.9810 16.1481 19.8060 24.0310 
7.9775 10.4139 13.2401 16.5185 20.3215 24.7329 
8.0915 10.5915 13.5041 16.8973 20.8504 25.4557 


8.2068 10.7720 13.7733 17.2847 21.3931 26.1999 
8.3237 10.9553 14.0475 17.6808 21.9500 26.9662 
8.4420 11.1415 14.3270 18.0859 22.5213 27.7551 


0% p.a. compound interest is opened on 
Further contributions are made on 
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ANNUITY VALUE OF Re. 1 





Y E A R S 
11 12 13 14 15 16 17 18 19 20 


11.6825 12.8093 13.9474 15.0969 16.2579 17.4304 18.6147 19.8109 21.0190 22.2392 
12.0412 13.2369 14.4504 15.6821 16.9324 18.2014 19.4894 20.7967 22.1237 23.4705 
12.4121 13.6803 14.9739 16.2934 17.6393 19.0121 20.4123 21.8406 23.2974 24.7833 
12.7956 14.4104 15.5190 16.9319 18.3802 19.8647 21.3863 22.9460 24.5447 26.1833 





13.1920 14.6178 16.0863 17.5989 19.1569 20.7616 22.4144 24.1169 25.8704 27.6765 
13.6020 15.1130 16.6770 18.2957 19.9710 21.7050 23.4997 25.3572 27.2797 29.2695 
14.0258 15.6268 17.2919 19.0236 20.8245 22.6975 24.6454 26.6712 28.7781 30.9692 
14.4640 16.1599 17.9321 19.7841 21.7193 23.7417 25.8551 28.0636 30.3714 32.7831 


14.9171 16.7130 18.5986 20.5786 22.6575 24.8404 27.1324 29.5390 32.0660 34.7193 
15.3856 17.2868 19.2926 21.4087 23.6411 25.9964 28.4812 31.1027 33.8683 36.7861 
15.8699 17.8821 20.0151 22.2760 24.6725 27.2129 29.9057 32.7600 35.7856 38.9927 
16.3707 18.4998 20.7673 23.1822 25.7540 28.4930 31.4101 34.5167 37.8253 41.3490 


16.8885 19.1406 21.5505 24.1290 26.8881 29.8402 32.9990 36.3790 39.9955 43.8652 
17.4237 19.8055 22.3659 25.1184 28.0772 31.2580 34.6774 38.3532 42.3047 46.5525 
17.9771 20.4953 23.2149 26.1521 29.3243 32.7502 36.4502 40.4463 44.7620 49.4229 
18.5492 21.2109 24.0989 27.2323 30.6320 34.3207 38.3230 42.6655 47.3770 52.4891 


19.1407 21.9534 25.0192 28.3609 32.0034 35.9737 40.3013 45.0185 50.1601 55.7645 
19.7522 22.7236 25.9774 29.5402 33.4416 37.7135 42.3913 47.5135 53.1222 59.2638 
20.3843 23.5227 26.9750 30.7725 34.9497 39.5447 44.5992 50.1591 56.2750 63.0025 
21.0377 24.3517 28.0136 32.0600 36.5313 41.4721 46.9317 52.9645 59.6308 66.9970 


21.7132 25.2116 29.0949 33.4054 38.1899 43.5008 49.3959 55.9395 63.2028 71.2651 
22.4114 26.1037 30.2207 34.8110 39.9293 45.6362 51.9993 59.0942 67.0051 75.8257 
03.1331 27.0291 31.3926 36.2797 41.7533 47.8837 54.7497 62.4397 71.0524 80.6987 
23.8791 27.9890 32.6126 37.8142 43.6660 50.2493 57.6554 65.9873 75.3608 85.9058 


24.6502 28.9847 33.8827 39.4175 45.6717 52.7391 60.7251 69.7494 79.9468 91.4699 
25.4471 30.0175 35.2048 41.0925 47.7750 55.3596 63.9681 73.7388 84.8286 97.4154 
96.2707 31.0887 36.5811 42.8424 49.9804 58.1176 67.3941 77.9662 90.0249 103.7684 
97 1220 32.1997 38.0136 44.6706 52.2928 61.0203 71.0132 82.4551 95.5561110.5568 


28.0017 33.3519 39.5047 46.5804 54.7175 64.0751 74.8364 87.2118101.4436 117.8101 
28.9108 34.5469 41.0567 48.5755 57.2597 67.2899 78.8749 92.2555 107.7101 125.5601 
29.8502 35.7862 42.6720 50.6595 59.9250 70.6730 83.1407 97.6032 114.3797 133.8405 
30.8209 37.0714 44.3531 52.8364 62.7194 74.2331 87.6465 103.2732 121.4783 142.6872 


31.8239 38.4040 46.1027 55.1101 65.6488 77.9792 92.4056 109.2846 129.0329 152.1385 
32.8603 39.7858 47.9234 57.4850 68.7198 81.9208 97.4319115.6575 137.0726 162.2353 
33.9311 41.2187 49.8180 59.9653 71.9390 86.0680 102.7403 122.4135 145.6280 173.0210 


This value is Rs. 31.7725. Hence, Maturity Value of this Annuity with a con- 
tribution of Rs. 2,000 is Rs. 63,545 @ 10% p.a. compound interest. 


If the account matures on 1st January 1997, the maturity value of this An- 
nuity is available under the column for 15 years against 10%. This value is 
Rs. 34.9497. Hence, Maturity Value of this Annuity with a contribution of 
Rs. 2,000 is Rs. 69,899.40 @ 10% p.a compound interest. 
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TABLE Ill: PRESENT VALUE OF 


ee 
¥. E A R S 


% 1 2 3 4 5 6 7 8 9 10 

1 9901 .9803 .9706 .9610 .9515 .9420 .9327 .9235 .9143 .9053 
12 9852 9707 .9563 .9422 9283 .9145 .9010 .8877 .8746 .8617 
2 9804 .9612 .9423 .9238 .9057 .8880 .8706 .8535 .8368 .8203 
242 9756 9518 .9286 .9060 .8839 8623 .8413 .8207 .8007 .7812 
3 9709 .9426 .9151 .8885 .8626 .8375 .8131 .7894 .7664 .7441 
3 V2 9662 9335 .9019 .8714 .8420 .8135 .7860 .7594 .7337 .7089 
4 9615 9246 .8890 .8548 .8219 .7903 .7599 .7307 .7026 .6756 
4V2 9569 .9157 .8763 .8386 .8025 .7679 .7348 .7032 .6729 .6439 
5 9524 .9070 .8638 .8227 .7835 .7462 .7107 .6768 .6446 .6139 
5 V2 9479 .8985 .8516 .8072 .7651 .7252 .6874 .6516 .6176 .5854 
6 9434 .8900 .8396 .7921 .7473 .7050 .6651 .6274 .5919 .5584 
62 9390 .8817 .8278 .7773 .7299 .6853 6435 .6042 .5674 .5327 
7 9346 .8734 .8163 .7629 .7130 .6663 6227 .5820 .5439 .5083 
72 9302 .8653 .8050 .7488 .6966 6480 6028 5607 5216 .4852 
8 9259 .8573 .7938 .7350 .6806 .6302 .5835 .5403 .5002 .4632 


82 9217 .8495 .7829 .7216 .6650 .6129 .5649 .5207 .4799 .4423 


9 9174 .8417 .7722 .7084 .6499 .5963 .5470 .5019 .4604 .4224 
92 9132 .8340 .7617 .6956 6352 .5801 .5298 .4838 .4418 .4035 
10 9091 .8264 .7513 .6830 .6209 .5645 .5132 .4665 .4241 3855 
10 V2 9050 .8190 .7412 .6707 .6070 .5493 .4971 .4499 .4071 .3684 


11 9009 .8116 .7312 .6587 .5935 .5346 .4817 .4339 .3909 .3522 
11% 8969 8044 .7214 .6470 .5803 .5204 .4667 .4186 .3754 .3367 
12 8929 .7972 .7118 .6355 .5674 .5066 .4523 .4039 .3606 .3220 
8889 .7901 .7023 .6243 .5549 .4933 .4385 .3897 .3464 .3079 


122 

13 8850 .7831 + .6931 .6133 5428 4803 .4251 .3762 .3329 .2946 
13 V2 8811 .7763 .6839 .6026 .5309 4678 .4121 .3631 .3199 .2819 
14 8772 «4.7695 .6750 .5921 .5194 © 4556 .3996 .3506 .3075 .2697 


14% 8734 .7628 .6662 .5818 .5081 .4438 .3876 3385 .2956 .2582 


6575 5718 .4972 .4323 .3759 .3269 .2843 .2472 


15 8696 .7561 

15 V2 8658 .7496 .6490 .5619 4865 4212 .3647 3158 .2734 .2367 
16 8621 .7432 .6407 5523 .4761 .4104 .3538 3050 .2630 .2267 
16 V2 8584 .7368 6324 5429 .4660 .4000 3433 .2947 .2530 .2171 
17 8547 .7305 .6244 5337 .4561 3898 .3332 .2848 .2434 .2080 
17 V2 511.7243 6164 .5246 .4465 .3800 .3234 .2752 .2342 .1994 
18 8475 7182 .6086 5158 .4371 .3704 .3139 .2660 .2555 .1911 


If market rate of interest is 10% p.a. compound, receipt of Re. 1 at end of 4 
years is equivalent to receipt of Rs. 0.6830 now. 
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Re. 1 RECEIVED AFTER ‘n' YEARS. 





Y E A R S 
11 12 13 14 15 16 17 18 19 20 





8963 .8874 8787 8700 .8613 8528 8444 .8360 8277  .8195 
8489 8364 §=.8240 §=.8118 7999 .7880 .7764 .7649 .7536 .7425 
8043 .7885 7730 .7579 .7430 .7284 .7142 .7002 .6864 2.6730 
7621 .7436 = .7254S 7077'S 's«6905-—S «6736 = «6572S 6412S «6255 ~——6 103 


7224 .7014 6810 .6611 6419 6232 6050 .5874 5703 .5537 
6849 6618 6394 6178 5969 5767 5572 .5384 5202 .5026 
6496 .6246 6006 5775 5553 .5339 5134 .4936 .4746 .4564 
6162 .5897 .5643 5400 5167 4945 4732 .4528 .4333 .4146 


5847 .5568 5303 .5051 .4810 .4581 4363 .4155 .3957 .3769 
5549 .5260 .4986 .4726 4479 .4246 4024 .3815 .3616 .3427 
5268 .4970 .4688 .4223 4173 .3936 3714 .3503 .3305 .3118 
5002 .4697 .4410 .4141 3888 .3651 3428 3219 .3022 .2838 


4751 .4440 .4150 .3878 .3624 3387 .3166 .2959 .2765 .2584 
4513 .4199 .3906 .3633 3380 3144 2925 .2720 .2531 .2354 
4289 .3971 .3677 3405 .3152 .2919 .2703 .2502 .2317 .2145 
4076 .3757 .3463 .3191 .2941 2711 .2499 .2303 .2122 .1956 


3875 .3555 .3262 .2992 .2745 .2519 .2311 .2120 .1945 .1784 
3685 .3365 .3073 .2807 .2563 .2341 .2138 .1952 .1783 .1628 
3505 .3186 .2897 .2633 .2394 .2176 .1978 .1799 .1635 .1486 
3334 3018 .2731 .2471 .2236 .2024 .1832 .1658 .1500 .1358 


3173 2858 .2575 .2320 .2090 .1883 .1696 .1528 1377 .1240 
3020 2708 4.2429 «.2178-~=«.1954. «1752s «157214091264 1134 
‘2875 2567 2292 «.2046-=««i«w1827.-««.1631 1456.) .1300 11611037 
0737 -«.2433«S«2163.«1922.s«.1709 «1519-1350. .1200-«.1067 0948 


2607 .2307 .2042 «4.1807 «~«.1599 =.1415 1252 1108 §=.0981 += .0868 
2483 .2188 .1928 .1698 .1496 .1318 .1162 .1023 .0902 .0794 
2366 .2076 .1821 .1597 .1401 .1229 .1078 .0946 .0829 .0728 
2255 .1969 .1720 .1502 .1312 .1146 .1001 .0874 .0763 .0667 


2149 .1869 .1625 .1413 .1229 .1069 .0929 .0808 .0703 .0611 
2049 +.1774 +.15396 ©«.1330-«« «1152. .0997 = .0863. «0747 = 0647 0560 
1954 1685 .1452 .1252 .1079 .0930 .0802 .0691 0596 0514 
1864 .1600 .1373 .1179 .1012 .0869 .0746 .0640 .0549 .0471 


1778 .1520 .1299 «-«.1110- .0949 0811 = 0693 0592 0506 §=.0433 
1697 .1444 1229 .1046 .0890 .0758 .0645 .0549 .0467 0397 
1619 .1372 .1163 .0985 .0835 .0708 .0600 0508 .0431 0365 


Thus, if someone promises to give Rs. 2,000 after 4 years, it tantamounts to 
his giving you Rs. 1,366 now, @ 10% p.a. compound interest. 
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TABLE IV: PRESENT VALUE OF 








Y E A R S 

% 2 3 4 5 6 7 8 9 10 11 

1 1.9901 2.9704 3.9410 4.9020 5.8534 6.7955 7.7282 8.6517 9.5660 10.4713 
1¥2 1.9852 2.9559 3.9122 4.8544 5.7826 6.6972 7.5982 8.4859 9.3605 10.2222 
2 1.9804 2.9416 3.8839 4.8077 5.7135 6.6014 7.4720 8.3255 9.1622 9.9826 
2¥%2 1.9756 2.9274 3.8560 4.7620 5.6458 6.5081 7.3494 8.1701 8.9709 9.7521 
3 1.9709 2.9135 3.8266 4.7171 5.5797 6.4172 7.2303 8.0197 8.7861 9.5302 
3% 1.9662 2.8997 3.8016 4.6731 5.5151 6.3286 7.1145 7.8740 8.6077 9.3166 
4 1.9615 2.8861 3.7751 4.6299 5.4518 6.2421 7.0021 7.7327 8.4353 9.1109 
4¥2 1.9569 2.8727 3.7490 4.5875 5.3900 6.1579 6.8927 7.5959 8.2688 8.9127 
5 1.9524 2.8594 3.7232 4.5460 5.3295 6.0757 6.7864 7.4632 8.1078 8.7217 
5¥2 1.9479 2.8463 3.6979 4.5052 5.2703 5.9955 6.6830 7.3346 7.9522 8.5376 
6 1.9434 2.8334 3.6730 4.4651 5.2124 5.9173 6.5824 7.2098 7.8017 8.3601 
6¥2 1.9390 2.8206 3.6485 4.4258 5.1557 5.8410 6.4845 7.0888 7.6561 8.1888 
7 1.9346 2.8080 3.6243 4.3872 5.1002 5.7665 6.3893 6.9713 7.5152 8.0236 
7% 1.9302 2.7956 3.6005 4.3493 5.0459 5.6938 6.2966 6.8573 7.3789 7.8641 
8 1.9259 2.7833 3.5771 4.3121 4.9927 5.6229 6.2064 6.7466 7.2469 7.7101 
B¥2 «1.9217 2.7711 3.5540 4.2756 4.9406 5.5536 6.1185 6.6392 7.1191 7.5613 
9 1.9174 2.7591 3.5313 4.2397 4.8897 5.4859 6.0330 6.5348 6.9952 7.4177 
9% 1.9132 2.7473 3.5089 4.2045 4.8397 5.4198 5.9496 6.4334 6.8753 7.2788 
10 1.9091 2.7355 3.4869 4.1699 4.7908 5.3553 5.8684 6.3349 6.7590 7.1446 
10% 1.9050 2.7240 3.4651 4.1359 4.7429 5.2922 5.7893 6.2392 6.6463 7.0148 
1 1.9009 2.7125 3.4437 4.1024 4.6959 5.2305 5.7122 6.1461 6.5370 6.8892 
11¥2 1.8969 2.7012 3.4226 4.0696 4.6499 5.1703 5.6370 6.0556 6.4311 7.7678 
12 1.8929 2.6901 3.4018 4.0373 4.6048 5.1114 5.5638 5.9676 6.3282 6.6502 
12¥> 1.8889 2.6790 3.3813 4.0056 4.5606 5.0538 5.4923 5.8820 6.2285 6.5364 
13 —-1.8850 2.6681 3.3612 3.9745 4.5172 4.9975 5.4226 5.7988 6.3117 6.4262 
13% 1.8811 2.6573 3.3413 3.9438 4.4747 4.9425 5.3546 5.7177 6.0377 6.3195 
14 1.8772 2.6467 3.3216 3.9137 4.4331 4.8887 5.2883 5.6389 5.9464 6.2161 
14% 1.8734 2.6361 3.3023 3.8841 4.3922 4.8360 5.2236 5.5621 5.8577 6.1159 
15 1.8696 2.6257 3.2832 3.8550 4.3522 4.7845 5.1604 5.4873 5.7716 6.0188 
15% 1.8658 2.6154 3.2644 3.8263 4.3129 4.7341 5.0988 5.4145 5.6879 5.9246 
16 1.8621 2.6052 3.2459 3.7982 4.2743 4.6847 5.0386 5.3436 5.6065 5.8332 
162 1.8584 2.5952 3.2276 3.7705 4.2365 4.6365 4.9798 5.2745 5.5275 5.7446 
17 1.8547 2.5852 3.2096 3.7432 4.1993 4.5892 4.9224 5.2072 5.5406 5.6586 
17% 18511 2.5754 3.1918 3.7164 4.1629 4.5429 4.8663 5.1415 5.3758 5.5751 
18 1.8475 2.5656 3.1743 3.6901 4.1272 4.4976 4.8115 5.0776 5.3030 5.4941 


Market rate of interest is 10% p.a. compound, and if someone offers to pay 
Rs. 2,000 every year for 15 years beginning from 31st December 1981, the 
last instalment i.e. 15th contribution, being paid on 31st December 1995. 


If today is 31st December 1981, the present value of the Annuity is available 
under the column for 15 years against 10%. This value is Rs. 8.3667 
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Re. 1 RECEIVED ANNUALLY FOR ‘n’ YEARS 
a ce 


Y E A R S 
12 13 14 15 16 17 18 19 20 21 


11.9676 12.2551 13.1337 14.0037 14.8651 15.7179 16.5623 17.3983 18.2260 19.0456 
11.0711 11.9075 12.7315 13.5434 14.3432 15.1313 15.9076 16.6726 17.4262 18.1686 
10.7869 11.5753 12.3484 13.1062 13.8493 14.5777 15.2919 15.9920 16.6785 17.3514 
10.5142 11.2578 11.9832 12.6909 13.3814 14.0550 14.7122 15.3534 15.9789 16.5892 


10.2526 10.9540 11.6350 12.2961 12.9379 13.5611 14.1661 14.7535 15.3238 15.8775 
10.0016 10.6633 11.3027 11.9205 12.5174 13.0941 13.6513 14.1897 14.7098 15.2124 
9.7605 10.3851 10.9856 11.5631 12.1184 12.6523 13.1657 13.6593 14.1339 14.5903 
9.5289 10.1186 10.6829 11.2228 11.7395 12.2340 12.7072 13.1600 13.5933 14.0079 


9.3064 9.8633 10.3936 10.8986 11.3797 11.8378 12.2741 12.6896 13.0853 13.4622 
9.0925 9.6185 10.1171 10.5896 11.0376 11.4622 11.8646 12.2461 12.6077 12.9504 
8.8869 9.3838 9.8527 10.2950 10.7122 10.1059 11.4722 11.8276 12.1581 12.4699 
8.6890 9.1587 9.5997 10.0138 10.4027 10.7678 11.1106 11.4325 11.7347 12.0185 


8.4987 8.9427 9.3577 9.7455 10.1079 10.4466 10.7632 11:0591 11.3556 11.5940 
8.3154 8.7353 9.1258 9.4892 9.8271 10.1415 10.4340 10.7060 10.9591 11.1945 
8.1390 8.5361 8.9038 9.2442 9.5595 9.8514 10.1216 10.3719 10.6036 10.8181 
7.9660 8.3447 8.6910 9.0101 9.3042 9.5753 9.8252 10.0555 10.2677 10.4633 


7.8052 8.1607 8.4869 8.7862 9.0607 9.3126 9.5436 9.7556 9.9501 10.1285 
7.6473 7.9838 8.2912 8.5719 8.8282 9.0623 9.2760 9.4713 9.6496 9.8124 
7.4951 7.8137 8.1034 8.3667 8.0661 8.8237 9.0216 9.2014 9.3649 9.5136 
7.3482 7.6500 7.9230 8.1702 8.3938 85962 8.7794 8.9451 9.0952 9.2309 


7.2065 7.4924 7.7499 7.9819 8.1909 8.3792 8.5488 8.7016 8.8393 8.9633 
7.0697 7.3406 7.5835 7.8013 7.9967 8.1719 8.3291 8.4700 8.8594 8.7098 
6.9377 7.1944 7.4235 7.6282 7.8109 7.9740 8.1196 8.2497 8.3658 8.4694 
6.8102 7.0535 7.2698 7.4620 7.6329 7.7848 7.9198 8.0398 8.1465 8.2414 


6.6869 6.9176 7.1218 7.3025 7.4624 7.6039 7.7291 7.8399 7.9380 8.0248 
6.5679 6.7867 6.9794 7.1493 7.2989 7.4308 7.5469 7.6493 7.7395 7.8189 
6.4527 6.6603 6.8424 7.0021 7.1422 7.2651 7.3729 7.4674 7.5504 7.6231 
6.3414 6.5383 6.7103 6.8606 6.9918 7.1063 7.2064 7.2938 7.3701 7.4368 


6.2337 6.4206 6.5831 6,7245 6.8474 6.9542 7.0472 7.1280 7.1982 7.2593 
6.1295 6.3069 6.4605 6.5935 6.7087 6.8084 6.8947 6.9695 7.0342 7.0902 
6.0286 6.1971 6.3423 6.4675 6.5755 6.6685 6.7487 6.8178 6.8775 6.9288 
5.9310 6.0910 6.2283 6.3462 6.4474 6.5342 6.6088 6.6728 6.7277 6.7748 


5.8364 5.9984 6.1183 6.2293 6.3242 6.4053 6.4746 6.5339 6.5845 6.6278 
5.7448 5.8892 6.0121 6.1167 6.2057 6.2814 63459 6.4008 6.4475 6.4872 
5.6560 5.7932 5.9095 6.0081 6.0916 6.1624 6.2223 6.2732 6.3162 6.3527 


Hence, present value of 15 year Annuity witha contribution of Rs. 2,000 is 
Rs. 16,733.40 @ 10% p.a. compound interest. 


if today is 31st December 1980, the present value of the Annuity can be ob- 
tained by subtracting 1 from the value available under the column for 16 
years against 10%. This value is Rs. 7.6061. Hence, present value of 15 
years Annuity with a contribution of Rs. 2,000 is Rs. 15,212.20 @ 10% p.a. 
compound interest. 
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TABLE V 


COMPOUND AMOUNT OF Re 1 AT HIGHER FREQUENCIES 


sabi Monthly 2-Monthly Quarterly 4-Monthly 6-Monthly 
6 6.17 6.15 6.14 6.12 6.09 
62 6.70 6.68 6.66 6.64 6.61 
ft 7.23 24 7.19 7.16 7.12 
72 7.76 7.74 7.72 7.69 7.64 
8 8.30 8.27 8.25 8.21 8.16 
8 Y2 8.84 8.81 8.77 8.74 8.68 
9 9.38 9.34 9.31 9.27 9.20 
9% 9.93 9.89 9.84 9.80 9.73 
10 10.47 10.43 10.38 10.34 10.25 
10% 11.02 10.97 10.92 10.87 10.78 
ye TROL 11.52 11.46 11.41 11.30 
11% 12.13 12.07 12.01 11.95 11.83 
12 12.68 12.62 1eoo 12.49 12.36 
122 13.24 13.17 13.10 13.03 12.89 
13 13.80 13.73 13.65 13.57 13.42 
13% 14.37 14.28 14.20 14.12 13.96 
14 14.93 14.84 14.75 14.66 14.49 
14% 15.50 15.42 15.31 15.21 15.03 
1S 16.08 15.97 15.87 15.76 15.56 
15% 16.65 16.54 16.42 16.31 16.10 
16 17.23 17.11 16.99 16.87 16.64 
16% 17.81 17.68 17.55 17.42 17.18 
17 18.39 18.25 18.11 17.98 17.72 
17% 18.97 18.83 18.68 18.54 18.27 
18 19.56 19.41 19.25 19.10 18.81 


Oe 


Fixed Deposit offering 15% p.a. compound interest payable monthly is 
equivalent to 16.08% p.a. compound interest payable annually. 
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TABLE VI 


EFFECTIVE RATE OF INTEREST AFTER TAX 


APPLICABLE TO: F.Y. 1982-83 











A.Y. 1983-84 
INCOME unoerR 15,000 25,000 30,000 50,000 60,000 70,000 85,000 OvER 
Rs. to to to to to to to 
SLAB 15,000 25,000 30,000 50,000 60,000 70,000 85,000 1,00,000 1,00,000 
TAX NIL 33.00 37.40 44.00 55.00 57.75 6065 63.25 66.00 


RATE % 





3.50 2.34 2.19 1.96 1.57 1.48 1.38 1.29 1.19 
4.00 2.68" 2.50 2.24 1.80 1.69 17 1.47 1.36 
4.50 3.01 2.82 2.52 2.02 1.90 1.77 1.65 1.53 
5.00 3.35 3.13 2.80 2.25 2.11 1.97 1.84 1.70 
5.50 3.68 3.44 3.08 2.47 2.32 2.16 2.02 1.87 


6.00 4.02 3.76 3.36 2.70 2.54 2.36 2.21 2.04 
6.50 4.35 4.07 3.64 2.92 2.75 2.56 2.39 2.21 
7.00 4.69 4.38 3.92 3.15 2.96 2.75 2.57 2.38 
7.50 5.02 4.70 4.20 3.37 3.17 2.95 2.76 2.55 
8.00 5.36 5.01 4.48 3.60 3.38 3.15 2.94 2.12 


850 569 532 4.76 382 359 334 312 289 
900 603 563 5.04 405 380 354 331 3.06 
950 636 595 532 427 410 374 349 3.23 
1000 670 626 560 450 423 394 368 3.40 
1050 7.03 657 588 472 444 413 386 3.57 


1100 7.37 689 616 495 465 433 404 3.74 
1150 7.70 7.20 644 517 486 453 423 3.91 
1200 804 7.51 672 540 507 472 441 4.08 
1250 837 7.82 7.00 562 528 492 459 4.25 
1300 871 814 7.28 585 549 512 478 4.42 


1350 9.04 845 7.56 607 570 531 496 4.59 
1400 938 876 784 630 592 551 515 4.76 
1450 971 908 812 652 613 571 533 4.93 
1500 10.05 939 840 675 634 590 551 5.10 
1550 1038 9.70 868 697 655 610 5.70 527 


16.00 10.72 10.02 896 7.20 676 630 588 544 
1650 11.05 10.33 9.24 742 697 649 606 561 
1700 1139 1064 952 765 718 669 625 578 
1750 11.72 1096 980 787 739 689 643 595 
1800 12.06 11.27 1008 810 761 708 662 6412 


Scanned by CamScanner 


TABLE VII 


BREAK-EVEN RATE OF INTEREST BEFORE TAX 


APPLICABLE TO: F.Y. 1982-83 
A.Y. 1983-84 


INCOME uNodeR 15,000 25,000 30,000 50,000 60,000 70,000 85,000 over 
Rs. to to to to to to to 
SLAB 15,000 25,000 30,000 50,000 60,000 70,000 85,000 1,00,000 1,00,000 


TAX RATE’ NIL 33.00 37.40 44.00 55.00 57.75 60.50 63.25 66.00 


3.50 §.22 5.59 6.25 7.78 8.28 8.86 9.52 10.29 
4.00 5.97 6.39 7.14 8.89 9.47 10.13 10.88 11.76 
4.50 6.72 7.19 8.04 10.000 1065 1139 12.24 13.24 
5.00 7.46 7.99 8.93 11.11 11.83 12.66 13.61 14.71 
5.50 8.21 8.79 982 12.22 13.02 13.92 1497 16.18 


6.00 8.96 958 10.71 13.33 1420 15.19 16.33 17.65 
6.50 9.70 10.38 11.61 1444 15.38 1646 17.69 19.12 
7.00 10.45 11.18 12.50 15.56 16.57 17.72 19.05 20.59 
7.50 11.19 11.98 13.39 16.67 17.75 1899 20.41 22.06 
8.00 11.94 12.78 14.29 17.78 1893 20.25 21.77 23.53 


8.50 12.69 13.58 15.18 1889 20.12 21.52 23.13 25.00 
900 13.43 14.38 16.07 20.00 21.30 22.78 2449 26.47 
950 14.18 15.18 1696 21.11 2249 24.05 25.85 27.94 
10.00 1493 15.97 17.86 22.22 23.67 25.32 27.21 29.41 
10.50 15.67 16.77 18.75 23.33 24.85 26.58 28.57 30.88 


11.00 16.42 17.57 19.64 24.44 26.04 27.85 29.93 32.35 
1150 17.16 18.37 20.54 25.56 27.22 29.11 31.29 33.82 
1200 17.91 19.17 21.43 2667 2840 30.38 32.65 35.29 
1250 1866 19.97 22.32 27.78 29.59 31.65 34.01 36.76 
13.00 19.40 20.77 23.21 28.89 30.77 3291 35.37 38.24 


13.50 20.15 21.57 24.11 30.00 3195 34.18 36.73 39.71 
1400 2090 22.36 25.00 31.11 33.14 35.44 38.10 41.18 
14.50 21.64 23.16 2589 32.22 3432 36,71 39.46 42.65 
15.00 22.39 2396 26.79 33.33 35.50 37.97 40.82 44.12 
15.50 23.13 24.76 27.68 3444 36.69 39.24 42.18 45.59 


16.00 23.88 25.56 28.57 35.56 37.87 40.51 43.54 47.06 
16.50 2463 26.36 29.46 36.67 39.05 41.77 4490 48.53 
17.00 25.37 27.16 30.36 37.78 40.24 43.04 46.26 50.00 
17.50 26.12 27.96 31.25 38.89 4142 4430 47.62 51.47 
18.00 26.87 28.75 32.14 40.000 42.60 45.57 48.98 52.94 
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IN THE WONDERLAND OF INVESTMENT 
contains a wealth of information about 
various investment plans and the existing 
tax structure. Using data that is readily 
available, the author has made a unique 
attempt to give a lay reader the capacity to 
analyse this data and to form an 
independent judgement. 


Safety is, ofcourse, the prime concern of 
all investors, but liquidity preferences vary, 
and investors generally try to get the 
maximum return consistent with 
reasonable safety and their liquidity 
preferences. This book will help investors 
make an intelligent comparison of the 
after-tax yields expected from different 
investment propositions. 


A. N. Shanbhag’s method of 
presentation not only makes a difficult 
subject interesting and easy to understand, 
but gives the reader an overall picture, 

in the Indian context, of the most 
profitable way in which to invest his 


money. 
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